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ATTACHMENT III
Comment Letters Received on August 1994 Exposure Draft

"Banks and Savings Institutions"

NO

COMPANY

1.

Newtrend

2.
3.

Department of Treasury

Society of Louisiana CPAs

4.

Pennsylvania Bankers Association

5.

Banc One Corporation

6.

The Co-Operative Central Bank

7.

First Union Corporation

8.

Chemical Bank

9.

Goodman & Company L.L.P.

10.

UJB Financial Corp.

11.

JP Morgan

12.

Widmer Roel & Co., Ltd.

13.

Grant Thornton

14.

Barnett Bank

15.

BankAmerica Corporation

16.

Florida Institute of CPAs

17.

First Tennessee National Corporation

18.

Wells Fargo & Company

19.

The Institute of Internal Auditors

20.

Price Waterhouse LLP

21.

McGladrey & Pullen

22.

New York State Society of CPAs

23.

Massachusetts Society of Certified Public Accountants, Inc.

24.

Crowe, Chizek & Co.

25.

Financial Managers Society

26.

Illinois CPA Society

27.

Division for CPA Firms

28.

American Bankers Association

29.

AICPA Banks and Savings Taxation Committee

30.

Key Corp

31.

Chase Manhattan Bank

32.
33.

Ernst & Young LLP
Office of Thrift Supervision

34.
35.

Federal Reserve System
California Society of CPA

36.
37.

Citibank
Mortgage Bankers Association of America

38.

Office of the Comptroller of the Currency

39.

Savings & Community Bankers of America

Newtrend
September 27,1994

Mr. James F. Green
Federal Government Division

File B-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, N.W.
Washington. DC 20004-1081

REF: Proposed Audit and Accounting Guide for Banks and Savings Institutions
Dear Mr. Green:

At the recent AICPA National Conference on Savings Institutions (Washington, DC; September
6-9.1994), there was some confusion regarding impaired loan categories. Exhibit 7.17 on page
110 of the ProposedAudit andAccounting Guide for Banks andSavings Institutions outlines three
categories of impaired loans. These categories are as follows:

Category

Description

I

Individually identified impaired

II

Pools of smaller-balance homogeneous loans and leases

III

Unidentified impaired loans

Several delegates at the conference did not understand the difference between category II and
category III. The explanation given by Dorsey Baskin was that category III includes all SFAS114
impaired loans that are not included in category I.
Attached is a copy of page 110 with several hand-written changes that clarify the purpose of
these categories. On the left side I have grouped the categories as either "specific identification"
or "general valuation allowance." On the right side I have grouped the categories as either
"SFAS 114" or "non-SFAS 114".
Please consider adding these comments to the exhibit If you have any questions I can be
reached at 407-297-0870.

Sincerely,

Samuel E. Teague
Manager of Regulatory Affairs

cc:

Bob Fohl

2600 Technology Drive. Orlando. Florida 32804 Fax: 407-292-2S28 Tel: 407-297-0870

Exhibit 7.17

Worksheet for Estimating
Allowances and Liability for Credit Losses

Principal
Amount

Category

Estimated
Amount8

High

Low

$

$

$

$

Individually identified impaired
*

II

III

Pools of smaler-balance homogeneous
loans and leases.§
Credit card
Residential mortgage
Consumer
Other
Unidentified impaired loans7

Total allowance for
estimated credit losses:

Credit instruments and other credit
exposures:
Standby letters of credit
Commitments
Loans sold with recourse
Other
Total liability for other
credit exposures

* This category includes loans for which it is probable that the creditor will be unable to collect all amounts due

according to the contractual terms of the loan agreement and, accordingly. for which impairment is measured
in conformity with FASB Statement No. 114.

§ This category comprises large groups of smaller-balance, homogeneous loans and leases mat are collectively
evaluated for impairment.

7 This category comprises all other loans and leases not addressed in categories I or II and not individually
considered impaired but that, on a portfolio basis, are believed to have some inherent but unidentified
impairment.
8 For purposes of this worksheet, the estimated allowance may be a specific amount or a range of estimated
amounts. However, the measure of impairment under FASB Statement No. 114 is based on a single best
estimate of future cash inflows and not a range of estimated amounts.
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DEPARTMENT OF THE TREASURY
WASHINGTON. D.C. 20220

OCT 28 1994

Mr. Al Goll
Technical Manager
Accounting Standards Division
1211 Avenue of the Americas
New York, New York 10036-8775

Dear Mr. Goll:
Thank you for the opportunity to comment on the Exposure
Draft: Proposed Audit and Accounting Guide - Banks and Savings
Institutions. We do not have any comment; however, we forwarded
the Exposure Draft to the two financial regulatory agencies
within the Treasury Department — Office of the Comptroller of
the Currency and the Office of Thrift Supervision. Both agencies
plan to submit their comments directly to you.

If I can be of further service, please call Donald Kassel,
Acting Director, Banking Audit Program Services at
(202) 927-5590.
Sincerely,

Jay M. Weinstein
Assistant Inspector General
for Audit

cc:

James B. Thomas, Jr., Chair President's Council on Integrity
and Efficiency, Standards Subcommittee

Arthur T. Henshaw, Acting Deputy Assistant Inspector General
for Audit Program Services

November 23, 1994

Mr. James F. Green
Federal Government Division
File B-l-500, AICPA
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

EXPOSURE DRAFT
PROPOSED AUDIT AND ACCOUNTING GUIDE
BANKS AND SAVINGS INSTITUTIONS
DATED:
August 31, 1994
COMMENT DATE: November 30, 1994

RESPONSE PREPARED BY:

Accounting and Auditing Standards Committee
Society of Louisiana CPAs

John Flair, Chairman
John D.Cameron, Member
Larry Johnson, Member (including responses of the staff of
a savings and loan institution)
Keith A. Besson, Member
Thomas J. Lanaux, Member of the Financial Institutions
Committee

RESPONSE SUBMITTED BY:

Albert E. Roevens, Jr., Member

COMMENTS:
ISSUE 1: SCOPE - There was a general agreement among responding committee members that
the scope of the guide should apply to banks and savings institutions, including nonfederally
insured institutions.

Two responding members suggested that the statement include disclosure requirements for
nonfederally insured institutions that do not provide depositor insurance.
ISSUE 2: INCOME RECOGNITION FOR IMPAIRED LOANS - The responding members
would like FASB to define impaired loans.

If FASB eliminates FASB Statement No. 114, the responding members generally agree that
income should only be recognized as collected on impaired loans and a reserve should be set for
estimated uncollectible accrued interest.

Mr. James F. Green
November 23, 1994
Page 2

ISSUE 3: DERIVATIVE FINANCIAL INSTRUMENTS - The responding members agree that
chapter 15 and the sample financial statements adequately address this issue.
ISSUE 4: LOAN ACCOUNTING - The responding members generally agree that the
statement in paragraph 6.44 appropriately captures the current practice.

One member believes this paragraph requires the principal balance of individual loans to be
charged off or reserved within the loan ledger, in which he does not believe is a practical
procedure. He is in agreement to carrying an allowance to a specific loan in the allowance for
doubtful accounts classification.
ISSUE 5: MISCELLANEOUS DISCLOSURES - The responding members agree that the
changes in the disclosure requirements are appropriate.

ISSUE 6: TRUST SERVICES AND ACTIVITIES - The responding members agree that the
scope of guidance on trust services and activities are appropriate.
ISSUE 7: DISCLOSURES ABOUT REGULATORY MATTERS - Two responding members
believe that disclosures of regulatory capital and related matters calculated on regulatory
accounting principles should not be within the scope of the audit.

One responding member believes that disclosures of regulatory capital and related matters should
be included within the scope of the audit.
Two members of the committee believe that institutions classified "well capitalized" should not
be permitted to provide fewer disclosures based on their capital status. Statement of Financial
Concepts No. 2 - Quantitative Characteristics of Accounting Information addresses
"Comparability and Consistency" in its summary of principal conclusions.
One member believes that a well capitalized institution should be permitted to provide fewer
disclosures.

The responding members believe the auditing guidance is appropriate.
Additionally, the
background information on related regulatory accounting practices appear sufficient to permit
performance of the procedures.

PENNSYLVANIA BANKERS ASSOCIATION
Celebrating 100 Years of Service

November 28, 1994
Mr. James F. Green
Federal Government Division
File B-l-500
AICPA
1455 Pennsylvania Avenue, N.W.
Washington, D.C. 2Q004-1081

Dear Mr. Green:
The Financial Accounting Standards Committee ("FASC”) of the Pennsylvania Bankers
Association ("PBA") is pleased to comment on the Exposure Draft of the Proposed Audit and
Accounting Guide of Banks and Savings Institutions (the "Guide”). PBA is the State Trade
Association in Pennsylvania representing 266 commercial banks, savings banks and savings
associations in the Commonwealth of Pennsylvania with approximately $202 billion in assets.
PBA’s members represent 99% of the commercial banking assets in the Commonwealth of
Pennsylvania. The FASC is the PBA committee charged to improve the quality financial
reporting for financial institutions. Our focus is on the results obtained from the application of
financial accounting concepts and standards as well as the procedures followed to obtain those
results. FASC’s views on accounting and financial reporting are intended to provide a balance
of the issuer’s and user’s perspective.
We agree with the need to update and consolidate the existing literature related to accounting
for financial institutions and believe that this proposed guide does an outstanding job to this end.

We also understand that it is not the intent of the Guide to establish Generally Accepted
Accounting Principals ("GAAP"), or Regulatory Accounting Principals ("RAP") but merely to
summarize existing GAAP and RAP.

The FASC is pleased to provide our attached comments on the Guide.

Sincerely,

John J. Dolan
Chairman
PBA Financial Accounting Standards Committee

23 NORTH FRONT STREET

P.O. BOX 152

HARRISBURG. PA 17108 • (717)255-6900

Pennsylvania Bankers Association
Financial Accountins Standards Committee
Comments on Proposed Audit and Accounting Guide for Banks and Savings Institutions:

Specific Issues for Comment
Issue 1:

Is the scope of the Guide with respect to non federally insured institutions
appropriate?
Since the preface indicates that the Guide should also be applied to other financial
institutions, comparability is maintained with institutions covered by this Guide
and therefore would appear that the scope is appropriate.

Issue 2:

If FASB eliminates FASB Statement No. 114’s income recognition guidance,
how should income recognition be addressed in the final Guide?

Since FASB Statement No. 114 has been amended by FASB Statement No. 118,
the Guide should discuss the requirement to disclose the entity’s method of
defining loan impairment and of recognizing interest income on impaired loans.
It would be helpful to give examples of acceptable methods, and indicate the
circumstances that would deem the method to be appropriate.

Issue 3:

Are there disclosure or other matters about derivatives that should be
addressed further by the Guide?
FASB Statement No. 119 disclosures should be incorporated in the final Guide.

Issue 4:

Does the draft guidance appropriately capture current practice of reporting
loan balances that are not held for sale?
The description in paragraph 6.44 of the Guide accurately reflects the current
practice that banks report loan balances that are not held for sale. In addition,
mention could also be made that the aggregate loan balance is reduced by
unearned income on installment loans.

Issue 5:

Is the elimination of the listed disclosure requirements appropriate?
We agree with the Institute’s position with regard to eliminating the FHLB
disclosures and transaction account disclosures. . The tax expense on securities
transactions disclosure (paragraph 14.37) appears to be appropriate as does the
repurchase agreement disclosures described in paragraph 12.36.
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Issue 6:

Is the scope of guidance on trust services and activities appropriate?

A key loss exposure to an institution for its trust operations stems from the
potential of administering or investing a customer’s account inconsistent with the
governing trust agreement The Guide should address the related risks, and audit
procedures for such exposure.
Issue 7:

Is the scope of the proposed disclosures indicated in paragraph 2.48
appropriate?
Since the regulatory capital amounts are calculated based upon regulatory
accounting practices, and are not required to be audited, we believe it is
inappropriate to require footnote disclosure without establishing new GAAP.
However, because of the emphasis placed on capital adequacy, it would be
appropriate to encourage disclosure. Because of potential going concern issues,
an exception should be made for institutions that are not classified as adequately
capitalized or better, to require the detailed disclosures in the footnotes.
Is the method of application to holding companies appropriate?

The disclosures indicated in paragraph 2.51 appear to be inappropriate for "all
significant subsidiaries". This additional level will tend to overemphasize the
precision of these measurements as well as provide a level of detail that, in most
cases will not alter the user’s comfort level of the institution’s adequacy of capital
position.

Additional Issues for Comment

The following items could be considered as clarifications to statements or descriptions included
in the Guide:
Paragraph 2.17

When discussing the CAMEL ratings, it might be helpful to
indicate that a "1" is the highest rating and "5" being the lowest.

Paragraph 2.81

The following items should be considered for inclusion of GAAP
and RAP differences:
a)
b)

Push-down accounting
Definition of "related parties".
Regulation 0 and FAS 57 both include immediate family
members but the SEC Regulation S-X, Article 9 defines
related parties more broadly, (see also para. 3.6)

-2-

Paragraph 3.24

Net interest income to average earning assets (Net interest margin)

Should be included as a key ratio.
Paragraph 16.3

Should elaborate on the proper treatment of push-down accounting.

Since a key measurement of risk in a bank’s asset base is the level of delinquency and a key
measure of the bank’s ability to mitigate such risk is the adequacy of the allowance for possible
loan loss, which incorporates the delinquency status of loans in its measures, the determination
of a delinquent loan is critical. I believe that the "Accounting and Financial Reporting" section
related to loans, should address the proper maimer of defining delinquency. The treatment of
issues such as demand loans, extension payments, partial payments, and demand loans with
principal payments billed should be addressed.

Paragraph 7.15 indicates that the allowance for risks associated with certain off-balance-sheet
accounts should be reported as liabilities. Since the risk itself only becomes a potential loss
when the instrument becomes a credit, I believe it to be appropriate to remain as a component
of the allowance for possible loan losses.

-3-

F:\...\FASC

BANK ONE

BANC ONE CORPORATION
100 East Broad Street
Columbus. Ohio 43271-0261

November 28, 1994

Mr. James F. Green
Federal Government Division, File B-1-500
AICPA
1455 Pennsylvania Avenue, NW
Washington, D. C. 20004-1081

Subject. Invitation to Comment on Proposed Audit and Accounting Guide-Banks and Savings

Institutions
Dear Mr. Green:

This letter is submitted by Banc One Corporation (BANC ONE) in response to the invitation to
comment on the Exposure Draft of the Proposed Audit and Accounting Guide for Banks and
Savings Institutions.
BANC ONE, with approximately $88 billion in total assets, is a bank holding company
headquartered in Columbus, Ohio and has bank and trust subsidiaries located in Arizona,
California, Colorado, Illinois, Indiana, Kentucky, Michigan, Ohio, Oklahoma, Texas, Utah, West
Virginia, and Wisconsin.

The comments are included in two sections. Section I includes our responses to the Specific
Issues for Comment found on pages iv through vii of the draft. Section II includes additional
comments we have on the draft.

We appreciate the opportunity to provide you with our comments.
Very Truly Yours.

William C. Leiter
Senior Vice President and Controller

BANC ONE CORPORATION
EXPOSURE DRAFT-PROPOSED AUDIT AND ACCOUNTING GUIDE
BANKS AND SAVINGS INSTITUTIONS
November 28, 1994

SECTION I:SPECIFIC ISSUES FOR COMMENT
ISSUE 1: SCOPE
We agree with the scope of the Guide with respect to nonfederally
insured institutions. We believe it provides for less confusion
when all banks and savings institutions are required to report on
a consistent level.

ISSUE 2: INCOME RECOGNITION FOR IMPAIRED LOANS
We believe a financial institution’s income recognition policy is
based on current regulatory guidance, therefore we think it would
be appropriate to include the following in the "Regulatory"
section of Chapter 6:
Current regulatory reporting requirements do not preclude the
cash-basis recognition of income on nonaccrual assets (including
loans that have been partially charged-off), if the remaining
book balance of the loan is deemed fully collectible. Interest
income recognized on a cash basis should be limited to that which
would have been accrued on the recorded balance at the
contractual rate. Any cash interest received over this limit
should be recorded as recoveries of prior charge-offs until these
charge-offs have been fully recovered. (Per FRB-BHC 2065.1.1)

ISSUE 3: DERIVATIVE FINANCIAL INSTRUMENTS

The Guide should follow the disclosures required and encouraged
in FASB Statement 119-Disclosure about Derivative Financial
Instruments and Fair Value of Financial Instruments.
ISSUE 4: LOAN ACCOUNTING

The draft guidance appropriately captures practice, however we
believe it is important to note that we interpret "specific
valuation amounts" to be identified losses (which are typically
charged-off by banks) or collectibility discounts.
We do not
interpret FASB Statement 114 allowances to be a specific
valuation account directly netted against an individual loan
balance. We do interpret FASB Statement 114 allowances to be a
loan by loan calculation of valuation allowances that are part of
the allowance for credit losses, which is available to absorb
future losses within the rest of the portfolio.

ISSUE 5: MISCELLANEOUS DISCLOSURES

We agree with the elimination of disclosures related to FHLB
stock and deposit information. We also agree with the disclosure
requirement related to the tax effect on securities gains and
losses.
We strongly disagree with the requirement for disclosures related
to repurchase/reverse repurchase agreements. The level of
disclosure for these types of arrangements is disproportionate in
comparison to other short term borrowings or investments. We
believe this requirement is an unnecessary burden that does not
provide useful information sought by analysts or other users of
the financial statements.

ISSUE 6: TRUST SERVICES AND ACTIVITIES
We agree with the scope of Chapter 17 to deal primarily with how
trust services and activities affect audits of the financial
statements of depository institutions. We do not offer an
opinion as to whether reference to the AICPA Audit and Accounting
Guide Audits of Investment Companies is appropriate for the
audits of the financial statements of trusts.
ISSUE 7: DISCLOSURES ABOUT REGULATORY MATTERS

Is the scope of the proposed disclosures appropriate?
Inclusion of a bank's capital amounts in an audited footnote
would be a difficult, time-consuming and expensive burden placed
on banks by the AICPA. It also establishes a disclosure
requirement otherwise not found in GAAP literature (it is a
stated intention of the AICPA that the Guide not establish GAAP).
Risk-weighting of assets and off-balance-sheet contracts are
subject to considerable interpretation of the regulations and
judgement of the person assigning the risk weight. Such
subjectivity makes auditing the amounts more difficult.
Additionally, risk-based capital rules are dynamic and a future
event may occur which would further complicate the audit of such
amounts.

The risk-based capital disclosures should be made in an unaudited
section of the annual report—MD&A if an SEC registrant or
otherwise provided, and unaudited schedule for banks not
providing MD&A.
Should institutions classified well capitalized under the
regulatory framework for prompt corrective action be permitted to
provide fewer disclosures based on their capital status?

A bank is prohibited from disclosing its assignment to a capital
category in any advertisement or promotional material unless
permitted by its principal federal regulator or required by law
(12 CFR 208.30(e),12 CFR 6.1(e), 12 CFR 325.101(e) and 12 CFR

565.1(e)). At question is whether a description of a bank as
"well capitalized" or other capital classification in the public
financial statement would violate this rule. We believe it would
unless specific authorization for such disclosure was first made
by the federal banking agencies. The requirement for stating the
capital category should be deleted from the Guide and disclosure
should be consistent regardless of capital status.
Is the method of application to holding companies appropriate?

We are interpreting paragraph 2.51 to require disclosure of
capital matters for the parent holding company, significant
second tier holding companies, and significant affiliate banks.
We believe this requirement is extremely onerous. Furthermore,
given the FIRREA cross guarantee provisions, the FDICIA
enforcement actions available to the regulators including the
requirement of the holding company to support the capital level
of the affiliate banks or divest themselves of the banks, and the
Federal Reserve holding company source of strength doctrine, the
only capital ratios that are truly meaningful to the outside user
are the capital ratios of the consolidated holding company. We
believe paragraph 2.51 should be modified to prevent an
interpretation that separate disclosures of subsidiary capital
amounts and ratios are required by deleting "and all significant
subsidiaries" from the sentence.
If the phrase "and all significant subsidiaries" remains, it is
necessary to further define "significant" to prevent divergent
interpretation of the term.

Is the auditing guidance appropriate? Is the background
information on related regulatory accounting practices sufficient
to permit performance of the procedures?
No response provided.

BANC ONE CORPORATION
EXPOSURE DRAFT-PROPOSED AUDIT AND ACCOUNTING GUIDE

BANKS AND SAVINGS INSTITUTIONS
November 28,1994
SECTION II:ADDITIONAL COMMENTS

These comments are in addition to the "Specific Issues for Comment" found in the front of the
Exposure Draft.
2.7- The first sentence is confusing and seems to incorporate several concepts. Also, the
declaration of "public responsibilities of depository institutions" should be deleted. Whether a
bank has such a responsibility, and the level of that responsibility, is a much debated subject and
incorporation of such a concept into the Practice Guide is not necessary.

2.8- Proposed and final regulations are issued to regulated banks in various regulatory agency
publications (see paragraphs 2.92 through 2.96). The availability of proposed and final rules
other than through the Federal Register should be noted in this paragraph.
2.13- The examination requirements have been changed by the Reigle Community Development
and Regulatory Improvement Act of 1994. CAMEL 1 banks up to $250 million in assets, and
CAMEL 2 banks up to $100 million (to be increased in 1996 to $175 million), may be examined
once every 18 months rather than annually.
2.16 - The word "written" in the first sentence should be deleted. Examiners will consider
unwritten policies and procedures if demonstrated by practice.

2.17 - This sentence is confusing. It needs to be rewritten. In addition, considering how
frequently this chapter refers to a bank's CAMEL rating, and the importance of that rating for a
number of items within this chapter, We suggest that a brief description of CAMEL be provided
within the chapter.
2.23 - This paragraph states the FIRREA established separate insurance funds for deposits held
by banks and thrifts. This statement is misleading. Separate insurance funds for bank deposits
and thrift deposits have existed for years. The thrift deposit insurance fund went broke, and
FIRREA did create a new fund (SAIF) to insure the deposits of failed thrifts not covered by the
previous, now bankrupt, thrift insurance fund and funds separately appropriated for the RTC's
resolution of failed thrifts. The BIF name was simply given to the previously existing fund
insuring bank deposits.

2.23 - The BIF and SAIF acronyms need to be defined.
2.28 - The sentence beginning "Regulatory intervention..." is an inaccurate description of a
regulator's activities and overstates the regulator's reliance on capital for supervision purposes.
The sentence should be changed or deleted. It would be accurate to attribute such characteristics
to the prompt corrective action provisions of FDICIA.

2.36 - Same as comment 2.28. Any discussion must necessarily recognize that many factors
other than capital ratios can trigger regulatory intervention.
2.41 - A sentence needs to be added to this paragraph declaring that the institution must exceed

each of the minimum capital ratios set forth for a particular capital category to be classified

within that category.
2.53,2.54-Footnote 6 describes calculations of ratios and amounts under the prompt corrective
action framework and the basic capital adequacy requirements. Please define what is meant by
baric capital adequacy requirements. We believe there is one set of amounts and ratios that is
relevant under the prompt corrective action framework. We believe the required amounts may
be as stated in the table in paragraph 2.41 or they may be adjusted by the regulators based on
various risk elements at each institution. Therefore, we believe only one set of amounts and
ratios found under the prompt corrective action columns is necessary to disclose in the tables in
paragraphs 2.53 and 2.54..
2.53 - A statement "not applicable to well capitalized insured depository institutions or bank
holding companies" should be added parenthetically to the disclosure in the last paragraph of this

section.
2.62 - Last sentence. What is meant by "other report" should be clearly stated. It is too inclusive
as it is currently written.

2.81 - Valuation of Real Estate Owned and Valuation of Certain Intangibles—the write-up of
these elements is inconsistent with the preceding elements. GAAP should be described in each
of these elements.
2.81 Valuation of Certain Intangibles—The amortization period for purchased credit card
relationships of national banks is also limited to ten years per the August 1993 Bank Accounting
Advisory Series.
2.100 - If this is a question as to whether inclusion of the capital ratios and amounts in a footnote
will lead users to believe the RAP call report amounts have been audited, would it be prudent to

remove such a question by providing unaudited risk-based capital information and clearly
marking the information as unaudited.
2.104 - If the capital ratio disclosure is unaudited this paragraph would necessarily be changed.

4.13 - Under Financing Activities. "Certificates of deposit issued" and "Certificates of deposit
matured" should read "Net certificates of deposit issued" and "Net certificates of deposit
matured".
5.58 - The Draft states amortization or accretion should generally extend from purchase date to
the maturity date, not an earlier call date. We believe it would be appropriate to provide for two
additional (and more conservative) alternatives: l)to amortize or accrete through an estimated

maturity date based on the maturity date or call date, whichever results in the greatest
amortization or least accretion and 2)to amortize or accrete through the estimated maturity date.
6.17 b. - This paragraph mentions that for loans made on the discounted basis credit life
insurance premiums and other charges are added to the amount advanced to arrive at the face
amount of the note. Isn't it also practice to add such charges to the principal balance for simple
interest loans?

6.22 - This paragraph discusses dealer reserves or holdbacks that the institution retains for
protection. It would also be helpfill to discuss dealer premiums paid to dealers by the institution
for obtaining the loan. These premiums are deferred and amortized over the estimated life of the
loans.

6.43 - On 6/7/94. the OCC, the FRB, the FDIC, and the OTS issued a final rule amending their
regulations regarding appraisals of real estate. The final rule, which became effective on 6/7/94,
was adopted pursuant to Title XI of the Financial Institutions Reform, Recovery, and
Enforcement Act of 1989. The final rule contains certain exemptions, including an exemption if
the transaction value is $250,000 or less.

6.47 - We believe it would be appropriate to add a statement at the end of this section as follows:
"Advertising and solicitation efforts performed by the lender or by an independent third party
contractor are to be charged to expense as incurred."
Page 89, footnote 8 and page 90, footnote 9 - These footnotes state that "The notion of
nonaccrual status is relevant only to those loans outside the scope of FASB Statement 114".
This footnote was written prior to the issuance of FASB Statement 118 which deals with the
income recognition issues. We believe it would be beneficial to discuss disclosure of
nonperforming and impaired assets, if the regulators come out with their final guidance prior to
the issuance of this Guide. It is our intent to disclose nonperforming assets consistent with
disclosures in prior periods (nonaccrual loans, troubled debt restructurings, and other real estate
owned) in addition to impaired loans under FASB Statement 114. These disclosure amounts
would be two different ways of looking at the portfolio with the loan amounts overlapping in
some cases.

7.30 - Is the whole paragraph discussing requirements for off-balance-sheet financial instruments
or just the first sentence? The presentation is confusing.
8.8 - It is confusing to discuss purchased credit card relationship intangibles in the chapter titled
"Loan Sale and Mortgage Banking Activities." We believe it should be discussed in Chapter 10"Other Assets."
8.28 - Disclosure required includes a rollforward of deferred loan sale premium activity, gains on
sales of servicing included in income, a roll forward of purchased servicing activity, and nature
and extent of escrow accounts. We are not aware that this is disclosure that is currently required
under GAAP?

9.12 - This section states that if a foredosed asset classified as held for sale will be hdd for the
production of income, the reclassification should be made at the amount the asset's carrying
amount would have been had the asset been held for the production of income since foreclosure.
Does this mean we would write up an asset to its former value that was previously written down
since it was recorded at the lower of cost or market? That does not seem appropriate to us.

10.3 - We believe the term purchased credit card relationship intangible (see 8.8) should be used
instead of "credit card customer list".

10.7 - It would be appropriate to add that purchased credit card relationship intangible
amortization is also limited to ten years for national banks.

10.9 - It would be appropriate to add that the discounted value should be calculated using a
discount rate no lower than the rate used for the original valuation model. Such calculations
should be performed quarterly.
10.19 - This section should also discuss that negative goodwill is allocated to long term non

interest bearing assets until such assets are reduced to zero. The SEC has indicated that, with
respect to financial institution acquisitions, it will generally take exception to an amortization
period for negative goodwill that is shorter than ten years on a straight-line basis (per the 1993
AICPA SEC Conference).

Page 152 - First line is not printed properly.
12.20 and 12.24 - The last sentence of each section should be footnoted to indicate the existence
of the Exposure Draft of the Proposed Interpretation on Offsetting of Amounts Related to
Certain Repurchase and Reverse repurchase Agreements.

14.18- Last sentence should be changed to read from "is computed in the manner..." to "is
subject to a 20 percent disallowance for tax return purposes.
14.20 - Fourth line refers to AMT income...this should read alternative minimum taxable income
(AMTI), since this is a common acronym and it is not proper to say alternative minimum tax
income. In the fifth line reference is made to AMT adjustments... this should be changed to refer

to certain adjustments since they are adjustments to the income, not the tax itself.
14.26 - The first sentence should be revised to read "on all tax returns for the current and all
prioryears."
14.27 - The first sentence under "Bad debt reserves" should be revised to read "under IRC
Sections 166 and 593. The tax reserves are generally different than the credit losses in the
financial statements."

14.27 - The first sentence under "Other real estate owned and other assets" should be revised to
read "until the asset is sold, disposed of, or depreciated pursuant to tax methods."

15.32 - First sentence should be revised to read "A collar combines a purchased cap and a

written floor and vice versa."
15.33 - First sentence should be revised to read "A swaption is an option to enter into a swap at
some.."

15.43 - There is a considerable emphasis placed on hedging in paragraphs 15.35 through 15.42.
We believe it would be appropriate to place similar emphasis on asset/liability management

activities and the use of synthetic instruments.
Chapter 15, Regulatory Matters - We believe reference should be made in this section to OCC
Banking Circular 277-Risk Management of Financial Derivatives.
Chapter 15, Regulatory Matters-We believe it would be beneficial to discuss structured notes and
particularly the OCC's focus on them in the OCC Advisory Letter AL 94-2 written in July, 1994.
This Advisory letter discusses the characteristics of certain types of structured notes and the
risks involved in these notes.

Chapter 17, Regulatory matters - This section is too broad. We would recommend including a
separate subsection for each capacity (e.g., Trustee, Investment advisor, Distributor).
17.10 - This section is vague. We believe it should be expanded or deleted.
17.16 - We believe that committee approval of individual purchases and sells is no longer
standard practice.

17.22 - Third sentence pf the first paragraph begins "For asset validation..." With the use of
depository positions, it is not practicable to do this work at an account level. This should be
done at a department level.
17.22b. - It would be beneficial to include what type of activity.

17.22d. - Typically is not done at an account level. This should be done at a department level.

17.22n. - What do "funds" mean as referred to in this section?
17.22p. - What reporting do the beneficiaries do?

17.22q. - We do not believe it is typically valuable to confirm trust account information with an
outside party. Especially with a discretionary account, the outside party will not be able to
provide the information necessary to appropriately confirm the information. Alternatively, we
believe it is beneficial to review every account to determine that the account is coded for a
statement to be mailed to an outside party. If it is not coded to be mailed to an outside party, an
exception list should be produced to be formally reviewed by management.

The CO-OPERATIVE CENTRAL BANK
75 PARK PLAZA BOSTON MASSACHUSETTS 02116-3934
TEL. (617) 695-0400

FAX (617) 695-1464

WILLIAM F. CASEY. JR.
EXECUTIVE VICE PRESIDENT
AND TREASURER

November 29, 1994

Mr. James F. Green
Federal Government Division
AICPA, File B-l-500
1455 Pennsylvania Avenue, N.W.
Washington, DC 20004-1081

DEC 02 1994

Dear Mr. Green:
The Co-operative Central Bank is the excess deposit insurer
for the 87 Massachusetts co-operative banks. On behalf of the
bank, I would like to make the following comments on an exposure
draft of the proposed AICPA audit and accounting guide, "Banks and
Savings Institutions."
Issue 1 - Scope
Yes, the scope of the guide is appropriate with respect to
non-federally insured institutions.

Issue 2 -Income Recognition for Impaired Loans
No comment.

Issue _3 --Derivative Financial Instruments
Yes, further discussion of the various risks associated with
derivatives is recommended. A detailed listing of the various
derivative instruments and/or more detailed definitions of
derivative instruments is also needed due to the controversy and
confusion currently existing.
Issue 4 - Loan Accounting
Yes, the draft guidance appropriately captures practice.

- Miscellaneous Disclosures
No, the changes in disclosure requirements were not
appropriate in totality.
Issue

(a)

The amount and number of shares of Federal Home Loan Bank
stock pledged as collateral should continue to be
disclosed.
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(b)

Balance and weighted-average interest rates at the
balance sheet date should continue to be disclosed for
major types of deposits. The remaining changes in
disclosure for deposit items are appropriate.

(c)

Proposed changes in disclosure for tax effect related to
realized gains and losses on sale of securities is
appropriate.

(d)

Proposed changes in disclosure for repurchase agreements
are appropriate.

Issue 6 - Trust Services and Activities
Yes, the scope of guidance on trust services is appropriate.

Issue 7 - Disclosure about Regulatory Matters
(a) No, the scope of the proposed disclosure for regulatory
capital and related matters is not appropriate. The
disclosure appears excessive and overly cautious (covers
the tail of the independent auditor) but may
unnecessarily cause concern or alarm when not intended.
Well capitalized, well managed financial institutions
should not need the disclosure unless, in the judgment or
opinion of the independent auditor, some weakness or
adverse event or transaction currently exists that might
reduce the institution's capital strength. The proposed
disclosure is appropriate for all financial institutions
that are not well capitalized and/or management change
has occurred or should occur.
(b)

Yes, the alternate view that well capitalized institu
tions should be permitted to provide fewer disclosures
is appropriate.

(c)

Yes, the method of application to holding companies is
appropriate.

(d)

Yes, background information sufficient to permit
performance.

Other Comments

Chapter 19 - Illustrative Consolidated Financial Statements does not appear to include mortgage-backed securities as either a
separate line item in the Consolidated Statements of Financial
Condition (paragraph 19.9, page 242) or as a separate line item in
Note 2 - Debt and Equity Securities (paragraph 19.13, page 250).
Further, there is no mention in Note 2 or Note 1 - Summary of
Significant Accounting Policies - relative to mortgage-backed
securities. This appears to be a material omission from the
proposed audit and accounting guide. While mentioned in Chapter 5,
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mortgage-backed securities should be identified on the statement of
financial condition and/or the Debt Securities footnote. The
monthly amortization of principal on these debt securities would
warrant separate disclosure and treatment in the schedules of
security maturities. The average life of these securities is
normally much shorter than the face or final maturity date. These
securities are so widely held that illustrated disclosure should be
included.

Sincerely,

William F. Casey, Jr.
:t

First Union Corporation
Charlotte. North Carolina 28288
704 374-6565

November 29, 1994

Mr. James F. Green
Federal Government Division
File B-l-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-1081

RE: Proposed Audit and Accounting Guide "Banks and Savings Institutions”

Dear Mr. Green:

We appreciate the opportunity to respond to the American Institute of Certified Public
Accountants (AICPA) Proposed Audit and Accounting Guide "Banks and Savings
Institutions” (Exposure Draft). First Union, based in Charlotte, North Carolina, ranks
among the country's top ten bank holding companies based on total assets and
operates primarily in the South Atlantic states. We provide full-service retail,
commercial, and investment banking services and trust services. We also provide
other financial services, including mortgage banking, home equity lending, leasing,
insurance, and securities brokerage services.
In summary, we support completion of this project provided it incorporates our
recommended changes discussed below. These comments reflect our overall concern
with the Exposure Draft's proposed disclosures.
The AICPA produced those
disclosures by merging "Audits of Banks” and "Audits of Savings Institutions,”
including selected requirements of the Securities and Exchange Commission (SEC),
and responding to well-publicized developments affecting financial institutions.

We believe final disclosure requirements should be consistent with the preface in the
Exposure Draft
It indicates that the document describes current authoritative
accounting literature and practice, rather than establishing new principles. Some of
the proposed disclosure requirements contradict this scope by requiring disclosure of
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detailed regulatory information in audited financial statements and by requiring banks

to disclose information presently disclosed only by savings institutions.
We support presenting reasonable regulatory information, but in an unaudited location
in the financial statements.
We agree with combining the banks and savings
institutions guides, but not if that approach requires banks to disclose an increased
volume of information in areas users have not indicated an interest or where practice

problems have not arisen.
We present below our detailed comments and responses to the issues listed in the

Exposure Draft.

Issue 1: Scope

Is the scope of the [Audit and Accounting] Guide ["Banks and Savings Institutions"]
with respect to nonfederally insured institutions appropriate?
We agree with the scope of the Exposure Draft. It does not address all matters unique
to institutions that are regulated or supervised by state agencies. However, it provides
very useful guidance for all banks and savings institutions. In addition, the Exposure
Draft includes only fairly high-level accounting guidance and clearly indicates its
extent and authority.

Issue 2: Income Recognition for Impaired Loans

If FASB eliminates FASB Statement No. 114's income recognition guidance, how
should income recognition be addressed in the final Guide?
We recommend the final Guide include the following:

•

Statement that the Financial Accounting Standards Board (FASB) allows changes
in the allowance for loan losses calculated in accordance with FASB Statement
114, "Accounting by Creditors for Impairment of a Loan," to be (1) included
completely in the provision for loan losses, or (2) split between interest income
earned on the net carrying value of die impaired loans and die provision for loan

losses.
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•

Very brief discussion of the regulatory accounting practices related to income
recognition on impaired loans. In the absence of generally accepted accounting
principles, regulatory rules represent the best available accounting guidance. Most
likely, institutions will continue to use them for reporting in accordance with
generally accepted accounting principles.

•

Summary of the new disclosure requirements in FASB Statement 118, "Accounting
by Creditors for Impairment of a Loan—Income Recognition and Disclosures."

Issue 3: Derivative Financial Instruments
Are there disclosure or other matters about derivatives that should he addressed
further by the Guide?
Inclusion of Provisions of FASB Statement 119

We strongly recommend the final Guide, including the illustrative financial statements,
reflect the requirements of and amendments in FASB Statement 119, "Disclosure
about Derivative Financial Instruments and Fair Value of Financial Instruments." We
recommend the illustrative financial statements also present the voluntary disclosures
and clearly note them as being voluntary via an editorial note.
We recognize accounting guidance constantly changes and that at some point, the
AICPA must complete the Guide. However, in the case of derivative disclosures, we
believe this topic is so important that the Exposure Draft must be updated for the
provisions of FASB Statement 119.

Exclusion of Other Suggested Guidance
While we believe a final Guide should include the provisions of FASB Statement 119,
we do not believe the Exposure Draft should recommend other voluntary footnote
disclosures. For example, paragraph 15.71.d. suggests disclosure of the number of
open futures contracts and unrecognized gains and losses on open and closed futures
contracts at the balance-sheet date. Paragraph 15.74 suggests disclosure of specific
information about options and swaps (e.g., nature and purpose, interest rates, and
original and remaining maturity of swaps).

Mr. James F. Green
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At this point, we believe publication of another set of voluntary disclosures, applicable
only to banks and savings institutions, would be confusing and unnecessary. Many
institutions will disclose much of the AICPA's suggested information after
implementing FASB Statement 119. And, many public institutions already voluntarily
disclose other information in the Management's Discussion and Analysis section of
their annual reports. Finally, we disfavor specialized industry guidance that differs
from guidance applicable to all companies. The AICPA should promote consistency

in the derivatives information disclosed by all entities.

Revisions to Illustrative Financial Statements
We found the disclosures about derivatives activity throughout the illustrative financial
statements somewhat inconsistent, as follows:

•

Regarding interest rate swaps, footnote 1 only discusses swaps used in
asset/liability management, while a later discussion of swaps in footnote 10
indicates they also are used in trading activities.

•

The AICPA should consider disclosing the accounting policy related to the balance
sheet presentation of unrealized gains and losses on interest rate swaps (i.e.,
provisions of FASB Interpretation 39, "Offsetting of Amounts Related to Certain
Contracts"). Users of the final Guide may find the illustrative balance sheet more
useful if it shows separate lines for those unrealized gains and unrealized losses.

•

In footnote 10, we were unable to locate the amount of the accounting loss that
would result if all counterparties failed to perform according to the terms of their
contracts (i.e., gross unrealized gains) required by FASB Statement 105,
"Disclosure of Information about Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentrations of Credit Risk." (Also see the
FASB Interpretation 39 comment above.)

•

Footnotes 1 and 10 discuss interest rate options, caps, and floors used in trading
activities and futures contracts used to hedge. We suggest the AICPA add those
instruments to the carrying value/fair value table and the notional table in footnote
10.

•

It seems the carrying value/fair value table should list a carrying value for swaps,
and if the AICPA adds futures and options to the table, the table also should
present a carrying value for those instruments.
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Issue 4: Loan Accounting

Does the draft guidance appropriately capture practice?
The draft guidance indicates that when management intends and is able to hold loans
for the foreseeable future or until maturity or payoff, institutions should account for
those loans at cost (with adjustments for charge-offs, valuation allowances, and
deferred loan fees). This guidance is consistent with First Union's accounting policy.
We expect it is consistent with practice, because it agrees with die requirements of
FASB Statement 65, "Accounting for Certain Mortgage Banking Activities." While
FASB Statement 65 only applies to mortgage banking operations, it provides
analogous guidance for commercial banking operations.
In addition, the guidance in die Exposure Draft is consistent with the Office of the
Comptroller of the Currency (OCC) Banking Circular 228, "Supervisory Policy
Statement on Securities Activities." That document defines loans accounted for at
cost as those loans held for "long-term investment purposes," which we believe is
consistent with holding loans for the foreseeable future.

Issue 5: Miscellaneous Disclosures

Are these changes in disclosure requirements [related to FHLB stock, deposits, tax
effect ofsecurities sales, and reverse repurchase/repurchase agreements] appropriate?
FHLB Stock

The AICPA proposes to eliminate the requirement to disclose the amount and number
of shares of Federal Home Loan Bank (FHLB) stock pledged as collateral for FHLB
borrowings. We agree with the AICPA's conclusion that this information is no longer
useful or informative.

Deposits
We agree with the proposed elimination of the following disclosure requirements
about deposits (exclusive of any SEC requirements) for the reasons discussed in the
Exposure Draft:

•

Balances and weighted-average interest rates at the balance sheet date.
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•

Balances by interest-rate ranges at the balance sheet date.

•

Interest expense for the period.

In particular, we agree with the comment in die Exposure Draft that this level of detail
exceeds that for other liabilities. For that same reason, we recommend the AICPA
also eliminate the requirement to disclose, for time deposits having a remaining term
in excess of one year, the aggregate amount of maturities for each of the five years
following the balance-sheet date. The Exposure Draft refers to FASB Statement 47,

"Disclosure of Long-Term Obligations," as requiring this disclosure. However, the
scope of FASB Statement 47 appears to apply only to unconditional purchase
obligations, usually associated with project financing arrangements. In our opinion,
the AICPA should not apply this guidance to deposit liabilities of banks and savings

institutions.

We question the usefulness of disclosing die aggregate amount of time deposits
(including certificates of deposit) exceeding $100,000 at the balance-sheet date.
However, if the AICPA continues to require this disclosure, we recommend the
AICPA adopt the existing requirements of the SEC as listed in the Exposure Draft.
We also recommend the AICPA allow nonpublic banks and savings institutions to
disclose this information in an unaudited footnote and publicly held institutions, in
Management's Discussion and Analysis.
This approach should improve the
consistency of disclosures about deposits and reduce financial statement preparation
costs.

Tax Effect on Realized Gains and Losses on Sales of Securities
The Exposure Draft proposes to extend the SEC's requirement in this area to all banks
and savings institutions. We disagree with expanding a SEC requirement to nonpublic
companies, especially on a selected basis. We believe the AICPA should either
endorse all SEC accounting and disclosure requirements for nonpublic banks and
savings institutions, or none. We expect piecemeal requirement of selected SEC
requirements will confuse for both preparers and users of financial statements.

Reverse Repurchase/Repurchase Agreements
We oppose application of the savings institution disclosure requirements to banks.
Those disclosures responded to a very controversial but specific and limited situation.
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That situation has been addressed through education and additional accounting and
other disclosure requirements.

For example, OCC Banking Circular 210, "Repurchase Agreements," requires banks
to adopt and adhere to extensive credit policies related to repurchase agreements and
to maintain control over the securities underlying repurchase agreements. In addition,
FASB Statement 105 requires disclosures about concentrations of credit risk. Existing
accounting standards adequately address the historical concerns, and the present
environment no longer warrants the Exposure Draft's extensive proposed disclosures.

Issue 6: Trust Services and Activities

Is the scope of guidance on trust services and activities appropriate?
We believe the scope of the guidance is appropriate and support the AICPA's decision
to exclude discussion of audits of the trust itself. The final Guide should focus on the
financial statements of banks and savings institutions, and the trustee does not record
trust assets and liabilities on its balance sheet.

Issue 7: Disclosures about Regulatory Matters

Is the scope of the proposed disclosures appropriate?
The Exposure Draft requires the following disclosures in the footnotes to the financial
statements:

•

Existence of regulatory capital requirements.

•

Actual or possible material effects of noncompliance with those requirements.

•

When the institution is complying with the requirements, including the following
with respect to quantitative measures:

-

Institution's required and actual ratios and amounts of Tier I leverage, Tier I
risk-based, and total risk-based capital.

-

Factors that may significantly affect capital adequacy such as potentially volatile
components of capital, qualitative factors, and regulatory mandates.
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We strongly urge the AICPA to omit the above footnote disclosure requirements from
the final Guide. As pointed out in the summary of this issue, regulatory capital and
other related information are based on regulatory accounting requirements. These
rules are very technical and complex and often require legal interpretation. And,
many of the key measures of regulatory capital are not based on generally accepted
accounting principles.
In addition, we believe the proposed disclosures are very vague and too broad to result
in pertinent information. "Actual or possible material effects of noncompliance"

would be very speculative and, in the majority of cases, would never occur. We
would find it very difficult to summarize all these potential effects in a meaningful
way and then to discuss them in a well-balanced manner within a going-concern
context.
Similarly, we have difficulty envisioning the effectiveness of information about
"potentially volatile components of capital, qualitative factors, and regulatory
mandates" that may significantly affect regulatory capital adequacy. We expect
disclosures along these lines also would cover a wide range of remote and speculative
consequences, and their usefulness would be minimal.

The proposed disclosures trouble us from a cost/benefit standpoint too. The narrative
and ratios would be very costly to audit for the reasons stated above. Plus, most
institutions' external auditors presently do not audit regulatory accounting systems,
procedures, and results.
External auditors are not as familiar with regulatory
requirements, regulations, and laws as they are with generally accepted accounting
principles. Given the very questionable benefits of the disclosures, we do not support
incurring additional costs to audit them.
However, we would support a requirement to disclose regulatory capital information,
if the AICPA makes that guidance more specific and if it permits institutions to
include that information in an unaudited location in the financial statements.
Nonpublic institutions could place this information in an unaudited footnote and
publicly traded institutions, in Management's Discussion and Analysis.
First Union presently discloses the existence of regulatory capital requirements, a
summary of their key provisions, and actual and required capital ratios. We believe
this information is decision-useful to our financial statement readers and helps them
assess the controls and checkpoints within a regulatory environment. However, we

present this information in Management's Discussion and Analysis, because we
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believe it fits in best with discussions about interest rate risk, liquidity, and other
information that has a forward-looking, less historical, orientation.

Should institutions classified well capitalized under the regulatory framework for
prompt corrective action be permitted to provide fewer disclosures based on their
capital status?

Assuming the AICPA continues to require its proposed regulatory disclosures, we
would support requiring the same disclosures regardless of an institution's regulatory
capital category. It seems assignment to a regulatory capital category should not
affect the extent of disclosures made in accordance with generally accepted accounting
principles.
The discussion of this issue in die Exposure Draft indicated that some believe the
disclosures are important in the regulatory oversight of institutions. We agree that
capital adequacy is important to regulators. Regulatory agencies receive complete
capital information in regulatory filings submitted directly to them by the regulated
institutions. To the extent regulators require more capital information to meet their
objectives, we expect they will request it. We do not believe the Exposure Draft
should attempt to anticipate such a need by requiring extensive, subjective information
in audited financial statements prepared in accordance with generally accepted
accounting principles.

Is the method of application to holding companies appropriate?

We disagree with the proposed disclosures as discussed above. As such, we also
disagree with applying those disclosure requirements to all significant subsidiaries.
The volume of regulatory disclosures at this detail would overwhelm all other
disclosures. In addition, the Exposure Draft does not define the term "significant
subsidiaries," and it should.

Is the auditing guidance appropriate? Is the background information on related
regulatory accounting practices sufficient to permit performance of the procedures?

No response.
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Other Comments
Allowance for Credit Losses

Throughout the discussion on the allowance for credit losses, the Exposure Draft
indicates that institutions record as liabilities the allowance for credit losses related
to off-balance-sheet financial instruments. Those instruments include the unfunded
portion of loan commitments, standby letters of credit, and financial guarantees. We
recognize the conceptual correctness of reporting the allowance for credit losses
related to off-balance-sheet instruments as a liability. However, we do not believe this
is a common practice.

First Union estimates the allowance for credit losses based on a customer relationship.
One customer may have a funded loan, an unfunded loan commitment, and a stand-by
letter of credit. In this case, we estimate an allowance for the entire credit exposure.
We consider, among other factors, collateral and cash flows from operations available
to cover the entire risk. We do not allocate repayment sources, nor the resulting
allowance for credit losses, to individual products.
The FASB recognized this situation during its deliberations of the project that led to
FASB Statement 105, as discussed in paragraphs 91 and 92. The practical concerns
of allocating an allowance for credit losses by product when die credit evaluation is
performed on an entire customer relationship persuaded the FASB. It concluded
entities do not have to disclose the amount of the allowance for credit losses related
to off-balance-sheet instruments.

The AICPA should not assume a majority of institutions has significantly revised their
credit reserving processes since then and now can allocate the allowance for credit
losses to individual products.
We strongly recommend the AICPA delete the
statements indicating banks present as a liability the portion of the allowance for
credit losses related to off-balance-sheet risks. These references appear in paragraphs
7.1 (footnote 1), 7.15, 7.26, and 7.30.

In addition, paragraph 7.30 states the activity in the allowance for credit losses
includes a component for foreign currency translation adjustments. We question die
usefulness of this disclosure and believe the AICPA should state that other
components comprising the changes in the allowance should include this adjustment.
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Loan Sales and Mortgage Banking Activities

The extent of the proposed disclosures for mortgage banking activities troubles us.
These disclosures expand the requirements of FASB Statement 65 and consist of:
•

Roll forward of excess servicing asset or liability during the year.

•

Nature and extent of any recourse provisions caused by borrower default or
technical underwriting exceptions associated with both the institution's servicing
portfolio and the loans that the institution may have subsequently sold.

•

Amount of aggregate gains on sales of servicing recognized in income.

•

Roll forward of purchased servicing activity.

•

Nature and extent of escrow accounts.

Also, footnote 6 of the illustrative financial statements discloses the amount of unpaid
principal balances of mortgage loans underlying mortgage-backed securities and the
unpaid principal balances of mortgage loans serviced for others.

Authoritative accounting literature exists that specifically deals with mortgage banking
activities The AICPA should not require banks and savings institutions engaged in
mortgage banking activities to disclose information that other mortgage banking
operations would not be required to provide.
Paragraph 8.11 cites FASB Statement 65 as requiring the securitization of mortgage
loans to be accounted for as a sale of mortgage loans and a purchase of mortgagebacked securities.
However, FASB Statement 115, "Accounting for Certain
Investments in Debt and Equity Securities," contains that guidance.

Real Estate Investments. Real Estate Owned, and Other Foreclosed Assets
The Exposure Draft indicates FASB Statement 66, "Accounting for Sales of Real
Estate," establishes generally accepted accounting principles for real estate sales that
do not include gains. Based on the introduction and background sections of FASB
Statement 66, we believe this standard addresses only profit recognition on real estate
sales. If a transaction does not meet any of the full or partial profit recognition
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criteria, FASB Statement 66 requires the deposit method of accounting. Under this
method, at the inception of the transaction, the seller does not recognize any profit and
does not remove the property from its financial statements.
In the absence of explicit authoritative accounting guidance, industry practice has
developed into applying the precepts of FASB Statement 66 to all real estate sales,
regardless of whether they generated a profit. However, we believe practice in this
area may evolve away from that application, given the recent clarification of insubstance foreclosures in FASB Statement 114. Therefore, we recommend the AICPA

accurately summarize the applicability of FASB Statement 66—that is, to the extent
of profit recognition on real estate sales.

If you have any questions or would like to discuss our comments further, please call

me at 704-374-6101, or Linda Okubara at 704-383-0212.

Sincerely,

James H. Hatch
Senior Vice President,
Controller, and
Principal Accounting Officer
First Union Corporation

cc:

Robert T. Atwood
Jerry R. Licari
Linda L. Okubara

Chemical
Chemical Bank

Joseph L. Sciafani

270 Park Avenue, 28th Floor
New York, NY 10017-2070
212/270-7559

Senior Vice President
and Controller

November 29,1994

Mr. James F. Green
Federal Government Division
File B-l-500
AICPA
1455 Pennsylvania Avenue, NW

Washington, DC 20004-1081
Re:

Proposed Audit and Accounting Guide

Banks and Savings Institutions
Dear Mr. Green:
Chemical Banking Corporation appreciates the opportunity to respond to the proposed
American Institute of Certified Public Accountants (AICPA) audit and accounting guide,
Banks and Savings Institutions (the Guide). We support the AICPA's efforts to provide upto-date and comprehensive guidance to assist accounting practitioners and auditors in
preparing and auditing the financial statements of banks and savings institutions.

We also believe that it is important that the industry be required to present disclosures
which reasonably and effectively meet the needs of financial statement users, and which do
not impose an undue reporting burden. In that regard, we strongly oppose those provisions
of the Guide which require regulatory capital disclosures to be moved to the footnotes and
to be audited by the independent auditors. Such requirements will significantly increase the
audit fees incurred by institutions. Under current practice, public companies already
disclose regulatory capital information (at a level which Chemical believes to be
appropriate) in accordance with the Securities and Exchange Commission's requirements
with respect to management's discussion and analysis. Further, for both public and

nonpublic institutions, generally accepted accounting principles and generally accepted
auditing standards would require that any institution which is heading towards becoming
undercapitalized disclose such information in its financial statements. In light of the already
existing disclosure requirements, we believe that the proposal to require audited regulatory
capital information will provide only a low level of additional comfort and, accordingly, is
not justifiable from a cost/benefit perspective.
Our specific comments on the Guide are attached. We would be pleased to discuss our
comments with you at your convenience.

SPECIFIC ISSUES FOR COMMENT

ISSUE 1: SCOPE

As drafted, the proposed audit and accounting guide (the Guide) would apply to audits of the
financial statements of banks and savings institutions insured by the Bank Insurance Fund
(BIF) or the Savings Association Insurance Fund (SAIF) of the Federal Deposit Insurance
Corporation (FDIC), regardless of charter. The Guide also would apply to audits of the
financial statements of other banks and savings institutions, although it does not address all
matters that may be unique to those institutions due to their charter or the nature of their
regulation or supervision.

Is the scope of the Guide with respect to nonfederally insured institutions appropriate?
We believe that the scope of the Guide with respect to nonfederally insured institutions is
appropriate although there may be matters specific to such institutions that are not addressed
by the Guide.
ISSUE 2: INCOME RECOGNITION FOR IMPAIRED LOANS

As the exposure draft Guide was being completed, the Financial Accounting Standards Board
(FASB) was preparing a proposed statement of financial accounting standards that would
delete the income recognition guidance established in FASB Statement of Financial
Accounting Standards No. 114, Accounting by Creditors for Impairment of a Loan. Paragraph
6.46 of the draft Guide supersedes the existing guides by referring readers to FASB Statement
No. 114 for income recognition guidance.

If FASB eliminates FASB Statement No. 114’s income recognition guidance, how should
income recognition be addressed in the final Guide?
With the issuance of FASB Statement No. 118, Accounting by Creditors for Impairment of a
Loan—Income Recognition and Disclosures, the income recognition guidance of FASB
Statement No. 114 has been eliminated. As discussed in the Preface to the Guide, the guide
is not intended to establish new generally accepted accounting principles (GAAP). FASB
Statement No. 118 requires disclosure of the income recognition methodology; accordingly,
we do not believe that income recognition guidance should be addressed in the final Guide.
ISSUE 3: DERIVATIVE FINANCIAL INSTRUMENTS

Chapter 15 addresses futures, forwards, swaps, options, and similar financial instruments.
These instruments have received increasing attention in recent years. Paragraph 15.74 is
intended to capture practice for disclosures about such instruments. (These disclosures have
been required for savings institutions since the last review and revision of the guide for those
institutions.)

Other changes in disclosure requirements may result from a FASB project

under way.

-1-

Are there disclosure or other matters about derivatives that should be addressed further by
the Guide?

We recommend that the requirements of FASB Statement No. 119, Disclosure about Derivative
Financial Instruments and Fair Value of Financial Instruments, be incorporated into the Guide,
and that the sample financial statements be revised to incorporate the disclosure requirements
of Statement No. 119.

ISSUE 4: LOAN ACCOUNTING
With respect to loan accounting, paragraph 6.44 was drafted to capture current practice as
follows:

Loans that management has the intent and ability to hold for the foreseeable
future or until maturity or payoff should be reported at outstanding principal
reduced by any chargeoffs or specific valuation accounts and net of any
deferred fees or costs on originated loans, or unamortized premiums or
discounts on purchased loans. In addition, the aggregate loan balance
reported in the balance sheet should be reduced by the allowance for credit
losses.
Does the draft guidance appropriately capture practice?

We are unclear as to what is meant by "specific valuation accounts." Please clarify such term.
If "specific valuation accounts" refers to valuation allowances established in accordance with
FASB Statement No. 114, our view is that such valuation allowances would be included in the
allowance for credit losses and not included in loans.
Further, we believe that the last sentence of paragraph 6.44 should be deleted. Such sentence
indicates that the allowance for credit losses applies only to loans. However, in practice, there
is another view of the allowance. Chemical believes that the allowance for credit losses should
be adequate to cover exposure arising from both on-balance-sheet (loans) and off-balance-

sheet (e.g., commitments, guarantees, letters of credit, derivatives and foreign exchange
contracts) financial instruments. We do not believe that the Guide should preclude this
alternative view of the allowance. Accordingly, we believe that the allowance should be shown
as a separate line item on the balance sheet, and not netted against loans. Thus, in addition
to deleting the last sentence of paragraph 6.44, we believe that Chapter 7 should be revised
to omit all requirements to record allowances for credit losses relating to off-balance-sheet
financial instruments as liabilities. Additionally, the worksheet in Exhibit 7.17 and the
illustrative consolidated financial statements should be modified to support this alternative
view.
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ISSUES: MISCELLANEOUS DISCLOSURES

The Guide eliminates two types of disclosures:
•

Amount and number of shares of Federal Home Loan Bank (FHLB) stock pledged
as collateral for FHLB borrowings.

•

For major types of deposits, disclosures related to balances, weighted-average interest
rates, and interest expense.

The Guide provides for additional disclosure requirements as follows:

•

The amount of tax effect related to realized gains and losses on sales of securities.

•

Disclosures for repurchase agreements added by Statement of Position (SOP) 86-1,
which currently apply only to savings and loan institutions, would now apply equally
to banks.

Are these changes in disclosure requirements appropriate?

We have no objection to the proposed disclosure eliminations. Although the Securities and
Exchange Commission requires public banks to disclose the tax effect related to realized gains
and losses on sales of securities, we do not believe that the Guide should extend this
requirement to nonpublic banks and savings institutions. We do not consider such disclosure
either relevant or important

As the Guide is not intended to change current GAAP, we do not believe that the Guide
should be the source for extending the disclosure requirements of SOP 86-1 to banks. In
addition, it is unclear, why such disclosures would be required for banks, but not for other
nonbank entities that engage in repurchase agreements. Our position is that the disclosure
requirements should apply equally to all market participants; perhaps the AICPA should
consider expanding the scope of SOP 86-1.
ISSUE 6: TRUST SERVICES AND ACTIVITIES

The draft guide distinguishes between considerations for auditing the financial statements of
(a) the trust function of a bank or thrift, and (b) the trust itself. Reference is provided to the
AICPA Audit and Accounting Guide Audits ofInvestment Companies for audits of the financial
statements of trusts.

Is the scope of guidance on trust services and activities appropriate?
We believe that the scope of guidance on trust services and activities is appropriate.
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ISSUE 7: DISCLOSURES ABOUT REGULATORY MATTERS

The Guide (paragraphs 2.48 and following) would require audited financial statement
disclosure of regulatory capital and related matters.
Is the scope of the proposed disclosures appropriate?
Should institutions classified well-capitalized under the regulatory framework for prompt
corrective action be permitted to provide fewer disclosures based on their capital status?
The Guide indicates that the required disclosures would be presented for holding companies
and all significant subsidiaries. Is the method of application to holding companies
appropriate?

We strongly oppose those provisions of the Guide which require regulatory capital disclosures
to be moved to the footnotes and to be audited by the independent auditors. We are
concerned that such requirements fail to recognize the role of the traditional regulatory
examination process (with its appropriate and longstanding concern of confidentiality) as well
as ignoring the role that GAAP and GAAS (generally accepted auditing standards) play in
providing appropriate and consistent financial reporting.
To require audited footnote disclosure of regulatory capital information would most certainly
result in institutions incurring significantly increased fees, as their auditors would be required
to alter their procedures to become involved with the intricacies of RAP as well as GAAP.
Further, in view of the Securities and Exchange Commission’s requirements with respect to
management’s discussion and analysis (MD&A) of financial results, public companies already
disclose the information the proposal would require, at a level we believe to be appropriate.
Thus, from a cost/benefit perspective, we do not believe that the Guide’s proposal to require
audited disclosure of regulatory capital information is justifiable. In our opinion, the only
situation which might warrant audited footnote disclosure is that of an institution which is
moving toward becoming undercapitalized; however, we believe that GAAP and GAAS would
already require footnote disclosure in such instance.
If the AICPA ultimately decides that audited disclosure of regulatory capital is required, we
believe that all institutions should be subject to the same regulatory disclosure requirements
without regard to their capital status.
We agree with the requirement to present regulatory capital disclosures for holding companies.
However, we believe that the term "significant" with respect to subsidiaries needs to be
defined; perhaps a test of materiality based on percentage of capital would be appropriate.

ADDITIONAL ISSUES

Chapter 2 - REGULATION AND SUPERVISION

Paragraph 2.17

• We recommend expanding this paragraph to explain what the CAMEL

rating represents.

Paragraph 236

• The second sentence states that "Regulatory intervention is now
focused primarily on an institution’s capital levels relative to regulatory
standards." We believe it would be more accurate to replace that
sentence with "Capital levels are the primary financial measurements

used in assessing an institution’s capital adequacy.”
Paragraph 2.41

• If the final Guide ultimately requires audited financial statement
disclosure of regulatory capital and related matters, the table should
be revised to include a line for the "critically undercapitalized"
classification, and a fourth column should be added for the minimum
tangible equity ratio.

Paragraph 2.49

• We would insert as a second sentence: "Additionally, an institution’s
capital levels can result in higher required FDIC charges, thereby
negatively impacting the institution’s income statement The FDIC in
1991 adopted a risk-based assessment matrix, whereby based on an
institution’s capital and management quality, an institution could pay
an assessment rate ranging from 23 cents to 31 cents per $100 of
deposits. Therefore, an institution deemed undercapitalized would pay
a higher rate than one that was well capitalized."

Paragraph 253

• The illustrative disclosure states that "A total of $xx,xxx was deducted
from capital for interest-rate risk." The capital requirement for
interest-rate risk is not yet in effect Accordingly, we recommend that
reference to such requirement be deleted from the illustrative
disclosure unless the interest-rate risk proposal by the regulators is
finalized before issuance of the final Guide.

Paragraph 253

• Footnote 6 indicates that for some institutions the calculation of actual
amounts and ratios under the prompt corrective action framework may
differ from calculations under the basic capital adequacy requirements.
We are not aware of the existence of any differences in the
calculations.

Chapter 4 • CASH AND CASH EQUIVALENTS
• Certain certificates of deposit (CDs) meet the definition of a "security"
under FASB Statement No. 115, Accounting for Certain Investments in
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Debt and Equity Securities, and thus are required to be accounted for

in accordance with such statement We recommend that a discussion
of such Cds and the associated impact of FASB Statement No. 115 be
added to this chapter.

Paragraph 4.13

• As indicated in paragraph 4.12, FASB Statement No. 104, Statement
of Cash Flows-Net Reporting of Certain Cash Receipts and Cash
Payments and Classification ofCash Flows from Hedging Transactions,

permits financial institutions to report cash receipts and deposits for
certificates of deposit accepted and repaid on a net basis.

Accordingly, in the table in paragraph 4.13, we suggest adding the
word "Net" before "certificates of deposit issued” and "certificates of
deposit matured" to avoid any implication that these items are
required to be reported on a gross basis.
Chapter 5 - INVESTMENTS IN DEBT AND EQUITY SECURITIES

Paragraph 552

Paragraph 5.58

Paragraph 5.58

• We recommend that a paragraph be added to discuss "structured
notes" as well as high-risk mortgage securities. "Structured notes” are
debt securities (other than mortgage-backed securities) whose cash
flow characteristics (coupon rate, redemption amount, or stated
maturity) depend upon one or more indices and/or that have
embedded forwards or options. The banking agencies have recently
advised banks about the risks of structured notes, and the FFIEC has
deemed them important enough to add a new memorandum tine item
to the 1995 Call Reports.

• This paragraph states that the period of premium amortization or
discount accretion for debt securities should generally extend from the
purchase date to the maturity date, not an earlier call date. In the
1983 Industry Audit Guide, the premium for purchased securities
carrying an early call date at a price higher than par could be
amortized to the maturity date or to the earlier call date. We
recommend that the previous guidance be retained, as we believe
amortization to an earlier call date is appropriate in instances where
it is considered probable that an early call will occur.
• Based on FASB Statement No. 91, Accounting for Nonrefundable Fees
and Costs Associated with Originating or Acquiring Loans and Initial

Direct Costs of Leases, this paragraph states that "if the institution

anticipates prepayments in applying the interest method and a
difference arises between the anticipated prepayments and the actual
prepayments received, the effective yield should be recalculated to
reflect actual payments to date and anticipated future payments. The
net investment should be adjusted to the amount that would have
existed had the new effective yield been applied since purchase. The

set investment should be adjusted to new balance
corresponding charge or credit to interest income."

with

a

The FASB previously considered whether the above-described

retrospective method or the prospective method should be adopted
and was unable to reach a decision. Under current GAAP, therefore,
both methods are acceptable. Accordingly, our recommendation is
that the Guide should omit discussion of this issue.

Chapter 7 - ALLOWANCE FOR CREDIT LOSSES

• In the Appendix (paragraph 45) to FASB Statement No. 114,
Accounting by Creditors for Impairment of a Loan, the FASB states
*
that

... some impaired loans have risk characteristics that are unique
to the borrower, and it is appropriate to measure those impaired
loans on a loan-by-loan basis. However, some impaired loans may
have risk characteristics in common with other impaired loans. The
Board concluded that it is appropriate to use aggregation
techniques in measuring those impaired loans at the present value
of the expected future cash flows. Past experience with loans with
similar risk characteristics may provide an indication of the average
time it takes to work out an impaired loan and the average amount
the creditor will recover.

We believe that aggregation will be a significant practice. Accordingly,
we recommend that a discussion of the ability to use aggregation to
measure impairment, as discussed in FASB Statement No. 114, be
incorporated into the final Guide.

Chapter 8 - LOAN SALES AND MORTGAGE BANKING ACTIVITIES
• This chapter refers to loan sales only in terms of sales of residential
mortgage loans. However, many other types of receivables (e.g., credit
card receivables, automobile loans, trade receivables, commercial
mortgage loans) are securitized. We recommend that this chapter be
expanded to discuss the various types of loan sales and related
accounting literature (e.g., EITF issues affecting credit card
securitizations).
• We suggest that the Guide refer to the current FASB project to
develop an Exposure Draft entitled Accounting for Transfers of
Financial Assets and Extinguishment of Liabilities. The results of such
project will have a significant impact on the accounting for loan sales.
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Paragraph 8.11

• This paragraph states that "FASB Statement No. 65 [Accounting for
Certain Mortgage Banking Activities] requires that the securitization of
a mortgage loan held for sale be accounted for as the sale of the
mortgage loan and the purchase of a mortgage-backed security
classified as a trading security at fair value."

This quote is taken from paragraph 128c of Appendix B (Amendments
to Existing Pronouncements) of FASB Statement No. 115, Accounting
for Certain Investments in Debt and Equity Securities. However, this
does not clearly reflect current practice, but seems to prescribe the
proposed (but apparently strongly opposed) securitization guidance set
forth in the proposed FASB Statement, Accounting for Mortgage
Servicing Rights and Excess Servicing Receivables and for Securitization
of Mortgage Loans. Therefore, we recommend that this section be
clarified to indicate that this accounting is a transfer of assets from the
mortgage loan portfolio to the mortgage-backed securities portfolio

with a carryover of cost basis and no gain or loss recognition.
Paragraph 821

• This paragraph states that "Sales of servicing rights relating to loans
that are retained should not be recognized in income at the time of
sale. The proceeds from such sales should be accounted for in a
manner similar to loan discounts and accreted into income using the
interest method, with resulting gains and losses recognized as
adjustments to the yield of the related loans."

Our review of GAAP literature did not yield a source for this
guidance. The only relevant discussion was in EITF Issue No. 84-21,
Sale of a Loan with a Partial Participation Retained, which states only
that "One Task Force member raised a separate issue about
immediate income recognition when loan servicing rights are sold but
the loan itself is retained. Several Task Force members said they
would not accept immediate income recognition and noted that
AcSEC previously addressed this question and reached a similar
conclusion." The EITF did not discuss this issue further or reach a
conclusion. The guidance provided above in paragraph 821 appears
to be consistent with the brief EITF discussion.
However, the
technical support for this guidance is unclear and it is inconsistent with
the relative fair value allocation concept and the immediate income
recognition afforded to sales of mortgage loans when servicing rights
are retained as supported by EITF Issue No. 88-11, FASB statement
No. 65, and the proposed FASB statement on mortgage servicing
rights.

Conceptually, we do not understand why the accounting for sales of
servicing rights when loans are retained should differ from the
accounting for sales of loans when servicing rights are retained.
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Paragraph 8.22

• This paragraph discusses EITF Issue No. 89-5, Sale of Mortgage Loan
Servicing Rights. We suggest updating the paragraph for EITF Issue
No. 94-5, Determination of What Constitutes All Risks and Rewards and

No Significant Unresolved Contingencies in a Sale of Mortgage Loan
Servicing.
Paragraph 823
3rd bullet point

• The Guide states that one of the criteria which should be met in order
for a sale of servicing rights to qualify for sales treatment is that "the
initial approval of transfer should have been received by the investor.”
We believe that the statement should read that the initial approval of
transfer should have been received from the investor if required.
Many private investors require approval before the servicing rights to
their loans can be sold. In these situations, approval from the private
investor is very important FNMA, FHLMC, and GNMA do not
require this approval prior to sale. They require approval prior to
transfer of the servicing which could be several months after the sale.

Paragraph 8.24

• This paragraph states that "Temporary servicing performed by the
seller for a short period of time should be compensated in accordance
with a subservicing agreement that provides a normal subservicing fee.
Any benefits related to escrow deposits held by the seller during the
temporary servicing period should accrue to the buyer."

We are unaware of the GAAP source for the guidance in the second
sentence, and recommend that such sentence be deleted from the
Guide.
We believe that the terms of the interim subservicing
agreement should be negotiable and the benefits related to the escrow
deposits held by the seller during the temporary subservicing period
should not have to accrue to the buyer. Compensation to the seller
under the interim subservicing agreement may include a subservicing
fee (usually a fiat amount per loan), a portion of the ancillary income
(late charges, assumption fees, etc.), and benefits earned from the
escrow balances maintained during the period.
How this
compensation is structured should be negotiable as long as the
agreement provides for no more than a normal level of subservicing
compensation during the subservicing period.
Paragraph 8.25

• With respect to the sale of mortgage loan servicing rights involving
brokers or investment bankers, the Guide states that "a sale has not
occurred until an approval of transfer of rights has been requested,
even though other contingencies are resolved." We strongly disagree
with this as a condition for sale. As noted in the comment regarding
Paragraph 8.23 above, FNMA, FHLMC, and GNMA do not require
approval prior to sale, just prior to transfer.
Within the
representations and warranties sections of the purchase and sales
agreements, both the buyer and seller represent that they are approved
seller/servicers in good standing with the appropriate agency.
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Transfers are routinely approved by the agencies as long as this is true.
It is not industry practice to request approval of transfer of servicing
rights by the sale date when selling FNMA, FHLMC, or GNMA
servicing. The actual transfer date is often not known at sale date.
The request for approval of transfer must identify the servicing

transferred and the transfer date. This request is also accompanied by
a payment for the transfer fee. Since the actual transfer date is
frequently not agreed upon until after the sale date, it is not practical
to request approval of transfer at this time. If an estimated transfer
date was used in the request and had to be changed later, a new
request for approval of transfer rights would have to be submitted
along with payment of additional transfer fees. For this reason, these
requests are routinely submitted after the date of the servicing sale.
The risk to be evaluated is whether the buyer will be an approved
seller/servicer in good standing at the time of transfer. The risk is
very remote that this status would change between sale date and
transfer date. As a result, we do not believe that this is a significant
unresolved contingency that would preclude recognition of a sale.

Further, we are unaware of the source of the GAAP guidance
provided in Paragraph 8.25. Accordingly, we recommend omitting this
paragraph from the Guide.
Paragraph 8.28

• The first three financial statement disclosures listed in this section are
required by FASB Statement No. 65. We were unable to ascertain the
GAAP literature sources for the rest of the listed disclosures. In
addition, we do not believe that the Guide should be the source for
promulgating new disclosure requirements in this area.
We
recommend eliminating all disclosures not currently required by FASB
Statement No. 65 or the proposed FASB statement on mortgage
servicing rights.

Chapter 9 - REAL ESTATE INVESTMENTS, REAL ESTATE OWNED, AND OTHER
FORECLOSED ASSETS

Paragraphs 9.9
and following

• As FASB Statement No. 114 will be effective prior to the issuance of
the Guide, we recommend deleting all references to in-substance
foreclosed assets.

Chapter 10 - OTHER ASSETS
Paragraph 10.20

• This paragraph requires that details of activity in intangible asset
accounts, such as purchases, sales, and amortization, be disclosed in
the financial statements. This paragraph appears to imply that a
reconciliation of the balances should be provided. We are unclear as
to the source of this disclosure requirement SEC Regulation S-X
contains somewhat similar disclosure requirements for intangible
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assets, but provides that intangibles representing 5 percent or less of
total assets need not be disclosed.

As the disclosure requirements of Paragraph 1020 do not appear to
be promulgated by current GAAP, we suggest eliminating this
paragraph from the Guide.
Chapter 11 • DEPOSITS

• We would recommend the following paragraph be added: "Associated
with deposits are two expense items, Federal Reserve Bank (FRB)
deposit reserves and Federal Deposit Insurance Corporation (FDIC)
deposit insurance. Institutions that are members of the FRB are

Paragraph 1128

required to maintain noninterest-bearing reserves at their local FRBs
in an amount equal to 10% of their total dollar amount of transaction
accounts less cash and cash items in process and due from bank
balances. These reserves are required under the FRB’s Regulation D.
All FDIC-insured organizations are responsible to remit insurance
premiums to the FDIC based on the total deposit base for the four
quarter-ends based on rates that are commensurate with their capital
levels and the quality of their management"

Chapter 12 - FEDERAL FUNDS AND REPURCHASE AGREEMENTS
•

We recommend that reference be made in the Guide to the proposed
FASB interpretation entitled Offsetting of Amounts Related to Certain
Repurchase and Reverse Repurchase Agreements.

Chapter 13 - DEBT
Paragraph 13.9
and footnote 9
to illustrative
financial state

ments (p. 255)

Paragraph 1336

• As indicated in paragraph 13.9, a treasury tax and loan note account
is an open-ended, interest-bearing note. Footnote 9 to the illustrative
financial statements states that "Other borrowed funds consist of term
federal funds purchased and treasury tax and loan deposits and
generally mature within one to 120 days from the transaction date."
The footnote appears to give the impression, therefore, that there is
a maturity date for treasury tax and loan notes. Accordingly, we
recommend that the footnote be reworded.
• This paragraph indicates that the determination of whether a REMIC
transaction is accounted for under FASB Statement No. 77, Reporting
by Transferors for Transfers of Receivables with Recourse, or FASB
Technical Bulletin No. 85-2, Accounting for Collateralized Mortgage
Obligations, is based on the substance of the transaction. Practice has
shown that the legal form of the transaction determines the
accounting, i.e., FASB Statement No. 77 applies if the transaction
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purports to be a sale, whereas FASB Technical Bulletin 85-2 applies
if the transaction is structured as a collateralized borrowing.
• This paragraph states that "Depository institutions sometimes lend

Paragraph 13.42

customers' securities. If the institution is at risk for any losses due to
the lending transaction, it should record its obligation to replace the

securities and its receivable from the party to whom the securities are
lent." We recommend that the second sentence of the paragraph be
deleted, and replaced with an expanded discussion of disclosed versus
undisclosed securities lending. If the customer is informed and
approves of the lending transaction to the counterparty (disclosed
lending), the institution is contingently, not primarily, obligated for
losses.
Chapter 15 - FUTURES, FORWARDS, OPTIONS, SWAPS, AND SIMILAR FINANCIAL
INSTRUMENTS

Paragraph 15.9

• The Guide indicates that spot contracts generally settle within ten
days; please correct by changing to two days.

• The guidance in this chapter on hedging reflects only current
literature, e.g., FASB Statement No. 80, Accounting for Futures
Contracts, and FASB Statement No. 52, Foreign Currency Translation.
As you are aware, the FASB is involved in a major project on hedging.
Accordingly, we recommend that either (1) a footnote be added to this
chapter to alert readers to the project or (2) the chapter be updated
if a new FASB pronouncement is issued.

Paragraph 15.47

•

We would recommend that a paragraph be added to discuss the
regulators' views on the netting of financial instruments for both offbalance sheet disclosures and for risk-based capital treatment This
should include a brief discussion of legal agreements such as novation
and master netting that are being used to facilitate the legitimacy of
netting.

Chapter 19 - ILLUSTRATIVE CONSOLIDATED FINANCIAL STATEMENTS
Footnote 10
(p. 258)

• FASB Statement No. 107, Disclosures about Fair Value of Financial
Instruments, requires the disclosure of the method(s) and significant

assumptions used to estimate the fair value of financial instruments.
Footnote 10 does not provide the required disclosure.

Footnote 10

• When disclosing the fair value of off-balance sheet assets and

liabilities, the corresponding carrying amount should be presented. In
addition to disclosing interest rate swaps in a net payable position,
swaps in a net receivable position should also be disclosed. Generally,
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this footnote should conform to the example provided in paragraph 31
of FASB Statement No. 107.

Footnote 10

• It is generally practice to provide some qualifications regarding the fair
value disclosure required by FASB Statement No. 107. For example,
fair values that are derived using present value or other valuation
techniques may not be indicative of the net realizable or liquidation
values. Also, many financial institutions disclose that certain financial
instruments and all nonfinancial instruments are excluded from the
scope of FASB Statement Na 107.
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GENERAL COMMENTS
We believe that a glossary for terms specific to financial institutions would be a

beneficial addition to the Guide.
Certain references and definitions in the Guide require updating. For example,
certificates of deposit and open account time deposits are referred to as fixed rate,
which is not necessarily true. MasterCard is referred to as "Interbank," which is no
longer the case. Credit cards are not always granted in return for a fee, and there is
no mention of more recent credit card market developments such as commercial
cards, secured cards, or debit cards.
In a number of instances, guidance is provided but the source for the guidance is not
cited. For example, in paragraph 1223, it states that "Regulations require..." but the
paragraph does not specify which regulations. Other examples have been previously
mentioned in this document; see previous comments with respect to paragraphs 558,
8.21, 8.28, and 1020.

The existing Industry Audit Guide includes a chapter on trading securities. No
corresponding guidance is included in the Guide. We believe that trading activities
are significant for commercial banks, and, accordingly, the Guide should address this
topic, or, at a minimum, the Guide should refer to the Industry Audit Guide for Broken
and Dealers in Securities. If a discussion of trading activities is added to the Guide, we
would appreciate the opportunity to review draft guidance with respect to this topic
prior to final issuance.
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November 30,1994

Mr. James F. Green
Federal Government Division
File B-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, DC 20004*1081

Dear Mr. Green:
Goodman & Company is the third largest non-national accounting firm in the
southeastern United States, and one of the fifty largest in the country. Founded in
1932, we are based in Norfolk, Virginia, and have additional practice offices in
Newport News and Richmond, Virginia. We are members of Summit international
Associates, Inc., which is a membership corporation composed of major independent
accounting firms located throughout the United States and overseas.

Goodman & Company is a member of both the SEC Practice Section and Private
Companies Practice Section of the AICPA. As a member of these sections, the firm
must adhere to stringent requirements concerning quality control and mandatory
peer reviews. As you are aware, Peer Review is an independent and rigorous
inspection of a firm's professional practice. In 1972, Goodman & Company was
among the first firms in the country to voluntarily submit to Peer Review. Our firm
has received unqualified opinions in the initial and all subsequent reviews, and fully
meets the requirements for firms serving public corporations and those for firms
serving privately held companies.
As Chairman of Goodman & Company's Audit and Accounting Committee, I offer the
following comments on the Proposed Audit and Accounting Guide for Banks and
Savings Institutions (the "Guide") for your consideration:

Issue 1: Scope
As nonfederally insured institutions are relatively rare, not addressing matters unique
to those institutions is deemed appropriate. In my view, it would be impractical to
encapsulate the laws of the fifty states governing these institutions.

234 Monticello Avenue, Suite 1100
RO. Box 3247
Norfolk. Virginia 23514
(804)624-5100
FAX (804) 624-5233

Issue 2: Income Recognition for Impaired Loans
In my view, prior guidance provided in Sections 6.23, 6.41. and 6.42 in the current Audit and
Accounting Guide, Audits of Savings Institutions, should supplement the guidance provided in
Section 108.115, Current Text, Statements of Financial Accounting Standards.

Issue 3: Derivative Financial Instruments
The Guide should provide:

a.

A summary of the disclosure requirements of FASB Statement No. 119, Disclosures about
Derivative Financial Instrumentsand Fair Value of Financial-lnstruments,

b.

An appendix for the document prepared by the Financial Instruments Task Force of the
Accounting Standards Executive Committee regarding derivatives, which is entitled DerivativesCurrent Accounting and Auditing. Literature.

c.

An appendix for the AICPA's derivatives corporate governance questions for Boards of
Directors.

Issue 4: Loan Accounting
In my view, the Guide appropriately captures current practice.

Issue 5: Miscellaneous Disclosures
With respect to the disclosure requirements for FHLB stock, major types of interest-bearing and
noninterest-bearing deposits, and the tax effect related to realized gains and losses on the sale of
securities, these changes in disclosure requirements are considered appropriate. I have no
comment on the disclosure requirements for repurchase agreements.

issue 6: Trust Services and Activities
I have no comment on this issue.

issue 7: Disclosures about Regulatory Matters
It is my view that "well-capitalized" financial institutions should be permitted to provide fewer
disclosures based on their capital status. Although regulatory financial reports are not audited by
independent accountants, they are periodically examined by applicable regulatory agencies. The
periodic examinations are a crucial part of the regulatory mechanism for ensuring safety and
soundness and, therefore, for determining an institution's capital status. In my view, requiring
independent accountants to audit the same regulatory financial reports creates an undue burden
and hardship on well-capitalized institutions, without providing a commensurate benefit to the users
of their financial statements. I believe that this view is supported by the recommendations of the
"Group of 30" addressing the cost-effectiveness of the U.S. regulatory system. In this regard,
please refer to the section of the Recommendations captioned "Eliminating Unnecessary Overlap."

In my view, financial statement users would be better served by a reconciliation of GAAP to
regulatory capital. This should be of particular concern to financial statement users, because, for
example, the exclusion of FASB No. 115 unrealized losses on available-for-sale securities from the
determination of regulatory capital could make an institution well capitalized.
Very truly yours,

J. Mitchell Bean
hairman, Audit and Accounting Committee
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609 967-3200

November 29,1994
James F. Green
Federal Government Division, File B-1-500
AICPA
1455 Pennsylvania Avenue, NW
Washington, D.C. 20004-1081
RE: Exposure Draft, Proposed Audit and Accounting Guide, Banks and Savings Institutions

Dear Mr. Green,
UJB Financial Corp. (UJB) is pleased to submit its views on the Exposure Draft of the Proposed
Audit and Accounting Guide, Banks and Savings Institutions. UJB is a $15 billion bank holding
company with 269 banking offices in New Jersey and eastern Pennsylvania. With three subsidiary

banks and nine active non-bank subsidiaries, UJB offers a wide range of financial services to
individuals, businesses, not-for-profit organizations, government entities and other financial
institutions.

Issue 7: Disclosures about Regulatory Matters

UJB recognizes the importance of discussing the existence of regulatory capital requirements and
the possible effects of noncompliance with such requirements, however such information should
not be part of the audited financial statements for well capitalized institutions. As reported in the
exhibit of the proposed audit and accounting guide, 95% of all FDIC-insured institutions that
would be subject these proposed reporting requirements were considered well capitalized as of
December 31, 1993. It would be a significant financial burden to require well capitalized
institutions to incur the added cost of having regulatory information audited, when the risk of
becoming under capitalized is minimal.
The calculation of regulatory capital ratios is very complicated and involves the application of

complex risk weighting criteria. Mandating that regulatory capital ratios be audited would require

the independent accountants to review loan and investment subsystem reports to verify the
risk-weighted asset allocations and credit risk equivalent amounts for off-balance sheet
instruments. In a multi-bank environment such as ours, additional audit time would also be
required to verify each bank's capital ratios. There is such an extensive amount of time and effort
required to calculate regulatory ratios, that subjecting these calculations to audit procedures could
easily add hundreds of hours to our annual audit. If an institution is well capitalized, and the risk,
of becoming undercapitalized is remote, it would not be cost beneficial to require regulatory

capital ratios be audited.

In addition, the voluminous disclosure requirements proposed in Section 2.53 would be both
confusing to the reader and dilutive to the financial statements as a whole. For well capitalized
institutions, these disclosures would be more appropriate in the Management's Discussion and

Analysis portion of an annual report.

UJB Financial Corp. appreciates the opportunity to comment on this proposal. Should there be
any questions about our response call me at (609) 987-3572.

Sincerely,

hunting Policy Manager

JPMorgan

David H. Sidwell
Senior Vice President
and Controller
Morgan Guaranty
Company of
New York

60 Wall Street
New York NY
10260-0060
Tel: 212 648-9095

November 30,1994
James F. Green
Federal Government Division
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

Dear Mr. Green:

We appreciate the opportunity to comment on the exposure draft of the proposed AICPA
Audit and Accounting Guide, Banks and Savings Institutions (die Guide), that would
supersede die 1983 Industry Audit Guide, Audits ofBanks, and the 1991 Audit and
Accounting Guide, Audits ofSavings Institutions. Overall, we believe that die Guide meets
the AICPA’s objective of assisting accounting practitioners and auditors in preparing and
auditing die financial statements of banks and savings institutions.
This letter sets forth our response to the seven matters for which specific comments were
solicited, as well as certain additional comments for your consideration. We have
organized our comments follows:

•

Attachment 1: Response to Specific Issues

•
•

Attachment 2: Arms of Particular Concern
Attachment 3: Additional Comments (organized sequentially by chapter number and
paragraph)
Attachment 4: Editorial Comments

•

We would be pleased to discuss our comments with you in detail at your convenience.
Sincerely,

David Sidwell

Attachments

A subaidiary of
J.P. Morgan & Co.
Incorporated

JPMorgan
Attachment 1

RESPONSE TO SPECIFIC ISSUES

lssue 1: Scope
Is the scope of the Guide with respect to nonfederally insured institutions appropriate?
We support the issuance of a single Guide for both banks and savings institutions, regardless of charter,

as we feel they engage in similar business activities. However, we recommend that, where regulatory
matters are discussed, the informatian be presented by regulatory agency, i.e., by presenting captions for
each agency (e.g., OTS, OCC, FDIC, FRB) and describing underneath the pertinent regulations issued
by that agency. By presenting the information in this manner, we believe it would be easier for the
reader to understand which type of institution the regulation applies to, as well as to refer back to the
actual regulation.

IfFASB eliminates FASB Statement No. 114's income recognition guidance, how should income
recognition be addressed in thefinal Guide?
Given that the FASB has now issued SFAS 118, which amends SFAS 114 to allow a creditor to use
existing methods for recognizing interest income on impaired loans, we believe the Guide should

acknowledge the diversity of practice in the industry with respect to income recognition. We suggest that
the Guide give examples of several different methods but indicate dearly that their inclusion in the Guide

does not imply that they are necessarily preferable to other methods that may be in use.

Issue 3: Deriv
ative Financial Instruments
Are there disclosure or other matters about derivatives that should be addressedfurther by the Guide?
With respect to disclosure matters, we believe the Guide should discuss the provisions of the recently
issued SFAS 119, Disclosure About Derivative Financial Instruments and Fair Value ofFinancial
Instruments, which establishes new disclosure requirements for derivative financial instruments. We
believe that a discussion of these new requirements is critical for inclusion in the Guide.
With respect to other matters about derivatives, we offer the following suggestions:
Approach

The discussion of derivative financial instruments included in Chapter 15 is organized by type of
contract, i.e., futures, forwards, options, and swaps. We believe that this discussion could be enhanced
by utilizing an approach similar to that used by the Group of Thirty in its publication. Derivatives:
Practices and Principles. Specifically, this publication focuses on the business purpose of derivatives

and establishes a framework for derivative instruments whereby every derivative instrument can be
created from two fundamental types of building blocks, forwards and options. We fed this is a

particularly useful approach because it identifies the fundamental nature of derivative instruments and
provides users with a method of analyzing more complex instruments that may not be specifically

addressed by the Guide.
Asset/Liability Management

Paragraph 15.43 provides a brief overview of the uses of derivative instruments in an institution's
asset/liability management strategies. In practice, asset/liability management is an essential component
of interest rate management for banking institutions. As a result, we believe a broader description of
asset/liability management should be provided in the Guide. We recommend that the following language
(in italics) be added to the first sentence of paragraph 15.43 to provide additional information: Some

banking institutions use derivative financial instruments as part oftheir overall interest rate management
activity, the objective of which is to maximize total return over the long term. Such instruments are used

to execute interest rate positioning strategies which change exposure to interest rate risk. Such portfolios

are managed collectively, rather than on an instrument by instrument basis. Institutions also utilize
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synthetic instrument accounting in their asset/liability management activities to change the interest
income and expenseflows ofspecific assets or liabilities. In addition, we recommend adding a definition
of synthetic accounting as follows: "Synthetic accounting describes a strategy whereby two or more
distinct financial instruments are used to create synthetically economic results equivalent to those of
another single instrument."

Paragraph 15.66 also addresses the accounting for asset/liability management instruments; however, in
our view, the guidance in tins paragraph is too narrow in that it only addresses synthetic relationships.
While we agree with the description provided for synthetic instrument
we also believe that
this paragraph should describe the accounting for instruments used in overall interest rate management
activities. Such a discussion could parallel the guidance set forth in footnote 3 on page 205.

We offer additional comments regarding derivatives in Attachments 2,3, and 4 to this letter.

Issue 4: Loan Accounting
Does the draft guidance appropriately capture practice?
The subject paragraph states that "the aggregate loan balance reported in the balance sheet should be
reduced by the allowance for credit losses.” Wenotethat many banking institutions view the allowance
for credit losses as available for credit losses arising not only from the institution's portfolio of loans, but
those arising from other financial instruments as well (e.g., derivatives, foreign exchange contracts),

where such amounts are not material. As a result, certain institutions have elected not to reduce the loan
balance by the allowance. We suggest that the Guide note this alternative practice.
Issue 5: Miscellaneous Disclosures
Are these changes in disclosure requirements appropriate?

We do not object to the elimination of the FHLB disclosures as we agree that they are no longer
particularly relevant.
We concur with the decision to eliminate the deposit disclosures.
We believe that disclosure of the amount of tax effect related to realized gains and losses on sales of
securities is only meaningfill in the context of a full tax rate reconciliation. We do not believe that
isolated disclosure of this information would be usefill to the reader of the financial statements and

therefore we do not concur with this change.

With respect to the proposed disclosure requirements for repurchase and reverse repurchase agreements:
•

We do not agree with the requirements to disclose the maturity of the agreements, the weighted
average interest rate of the agreements, and the average amount of outstanding agreements for the
period, as we feel this would provide an undue amount of emphasis on a short-term instrument. In
addition, we note that this information is not particularly meaningfill in the case of reverse
repurchase agreements (i.e., purchases of securities subject to resale) as this type of information is
usually provided for liabilities, not assets.

We understand the desire for consistency with respect to disclosures among depository institutions.

However, we note that certain disclosure requirements for short-term borrowings by banks and bank
holding companies are under review by the SEC and may be eliminated. We suggest that the AICPA
refrain from extending these requirements to all depository institutions pending the SEC's decision to
eliminate these types of disclosures.
We do not agree with the requirement to disclose any material concentrations at the end of the period
as this information is not provided for any other individual instrument We believe that the existing

requirement to disclose concentrations of risk in total is sufficient
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We do not support the requirement to disclose the maximum amount of outstanding agreements at
any month end during the period as we do not believe such information is meaningful, and in fact, at
times could be misleading: e.g., if an aberration occurred in one month that was not representative
of the general level of activity.

In general, we believe that the addition of these disclosure requirements is effectively creating new
GAAP, which we believe is outside of the purview of this document.

Issue 6: Trust Serv
ices and Activ
ities
Is the scope ofguidance on trust services and activities appropriate?
We agree that it is outside the scope of this Guide to provide guidance on considerations relevant to the

audit of a trust

Issue 7: Disclosure about Regulatory Matters
Is the scope ofthe proposed disclosures appropriate?

Should institutions classified well capitalized under the regulatoryframeworkfor prompt corrective
action be permitted to providefewer disclosures based on their capital status?
Is the method of application to holding companies appropriate?

Is the auditing guidance appropriate? Is the background information on related regulatory accounting

practices sufficient to permit performance ofthe procedures?
We agree that information concerning regulatory capital matters is important, and we have provided a
significant amount of information regarding these matters in the Financial Review section of our annual

report for several years. However, we object to the inclusion of these matters in the audited financial
statements. We believe that supplementary disclosure, either as a part of MD&A for SEC registrants or
in the form of an unaudited footnote, is sufficient We do not believe that the information needs to be

audited as the accuracy of the call report data is already evaluated by the bank examiners in connection
with their annual on-site, full-scope regulatory exam.
We feel that the Guide significantly underestimates the amount of work that will be required of the
independent accountants with respect to the proposed disclosure matters. In our opinion, the required

information would be subject to the same standards of fieldwork under generally accepted uniting
standards as all other required disclosures. As a result, we believe that the inclusion of this information

in the audited financial statements is tantamount to requiring an audit of the financial statements prepared
by the independent auditors in accordance with regulatory accounting principles (RAP). Such an effort
would duplicate that of the bank examiners. Moreover, the independent accountants are generally not
familiar with RAP requirements and are not involved in their adoption or application; this technical and
complex area is therefore more appropriately left in the purview of the bank examiners. The financial

burden of requiring an independent audit of the financial statements prepared in accordance with both
GAAP and RAP would far outweigh the intended benefits.
We also note that existing audit guidance already addresses the need to provide additional disclosure

where an institution is classified as less than adequately capitalized. SAS 59, The Auditor's
Consideration of the Entity's Ability to Continue as a Going Concern, states that if there is substantial
doubt about the institution's ability to continue as a going concern, the auditor should consider the
adequacy of the related disclosures, and consider whether modification of the standard audit opinion is

appropriate. As the Guide notes, factors that the auditor should consider in addressing this matter
include consideration of the institution's existing regulatory capital position, the likelihood that the

institution's regulatory capital position will improve or deteriorate over the next twelve months, and an
assessment of the institution's ability to achieve its capital plan. Clearly, failure to meet minimum

regulatory capital requirements would indicate to the auditor that there could be substantial doubt about
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the institution's ability to continue as a going concern for a reasonable period of time and would,
therefore, result in a close assessment of the adequacy and appropriate modification of an institution's
financial statement disclosures.

Moreover, while the capital ratios at a point in time can be disclosed, we question whether disclosure of
the capital category would be permitted under current FDICIA regulations. Regulation H, subpart B
208.30(e) states that "Unless permitted by the Board or otherwise required by law, no bank may state in
any advertisement or promotional material its capital category under this subpart or that the Board or any
other federal banking agency has assigned the bank to a particular capital category." The disclosure of an
institution's capital category in the annual financial statements, which oftentimes have a wide distribution
and are used for many purposes, could be interpreted as promotional and would therefore be prohibited.

While we oppose the new disclosure requirement for all institutions, if the AICPA were to finalize it, we
would suggest that it apply only to those institutions classified as less than adequately capitalized.
Application to all institutions seems excessive and overreaching for, as the Guide notes, less than 5% of
FDIC-insured institutions are not considered well capitalized.
If the disclosure requirement is indeed applied to all institutions, we strongly encourage the AICPA to

revise the sample disclosure, as it is unreasonably negative and alarmist in tone for a well or adequately
capitalized bank The sample disclosure approaches the same level of emphasis as that which would be
required were the matter to be emphasized in the Independent Accountant's Report; and the discussion
regarding failure to meet minimum capital requirements is analogous to discussing the hypothetical
effects of bankruptcy where no such likelihood exists, a discussion for which no parallel exists in other
regulated industries.

In tight of the above, we believe that it would be more appropriate for the Guide to emphasize the
importance of supplementary disclosure, rather than to mandate new audited disclosure requirements.

JPMorgan
Attachment 2

AREAS OF PARTICULAR CONCERN
Evolving Role of
While we appreciate that this revision of the Guide has attempted to emphas
ize the recent innovations and

advances in the industry, we feel that overall, the Guide continues to present a very traditional view of
the activities and role of banks and savings institutions. For example, paragraph 1.15 states that
depository institutions derive their income primarily from the excess of interest collected over interest
Paid; paragraph 1.4 (and other paragraphs) speaks in traditional terms of depositors and borrowers,
rather than counterparties; and paragraph 6.1 indicates that loans are usually the most significant assets of
depository institutions. There is little discussion of the participation by banking institutions in non

traditional lending and investment banking-type activities, such as acting as investment advisor;
arranging financing in capital and credit markets; underwriting; and trading. The chapter and the Guide
should give greater emphasis to the risks and particularities of these activities. For example, we
recommend that the section on Industry Risk Factors in Chapter 1 be expanded to include a discussion of
market risk and its impact on instruments held by banking institutions due to changes in market prices, as

well as a description and discussion of foreign currency risks.
Chapter 1 would also be greatly enhanced by the addition of a discussion of the broad array of complex

financial instruments that have been employed with increasing frequency by the industry over the past

several years. Although the Guide discusses many of the new, complex financial instruments in Chapter
15, we feel that a greater discussion of them is warranted in the Industry Overview in Chapter 1, thereby
further emphasizing their impact on the industry as a whole. For example, paragraph 1.5 only cites
credit card operations and credit card securitization as examples of recent banking innovations.

Finally, although Chapter 2 includes a discussion of current trends in the industry, the discussion focuses
primarily on losses due to declines in real estate markets. In our view, the real estate crisis is essentially

over and is no longer a current trend. Although we agree that some discussion of the real estate crisis is
warranted because it led to many regulatory reforms, we believe that a more current trend that should be
discussed is the growing emphasis by banking institutions on risk management and their use of risk

management tools.

Technical Updates

We recommend that the Guide be updated to reflect current guidance and the issuance of recent
pronouncements and Exposure Drafts, as follows:

FASB
•

Subsequent to the distribution of this draft Guide, SFAS 118 and 119 were issued as final standards.

•

Paragraph 5.52 should discuss the clarification of policy provided by the FFIEC and accepted by the
FASB, whereby mortgage securities that were not high risk at acquisition can continue to be
classified as Held to Maturity. The FFIEC noted that the mere existence of examiners' divestiture

authority for high-risk mortgage securities should not preclude an institution from concluding that it

has the intent and ability to hold to maturity there securities that were nonhigh risk when acquired.
•

SFAS 114 changed the accounting for in-substance foreclosures by requiring, in cases where formal
foreclosure proceedings have not occurred, physical possession of an asset before it is deemed in

substance foreclosed. The requirement for physical possession is a major change from the previous
in-substance foreclosure rules and should be highlighted more prominently in paragraph 6.56. We
also recommend that the reference to Practice Bulletin 7 be removed, as the guidance in the Bulletin

will no longer be applicable after SFAS 114 is implemented in 1995. Similarly, we recommend that

the last sentence of paragraph 6.114 which states that procedures should be performed to determine
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"whether any loan collateral has been in-substance foreclosed" be revised to read: "...whether
possession of collateral has been taken without formal foreclosure proceedings "

•

We recommend that the Guide include a discussion of Technical Bulletin 94.1, Application ofSFAS
115 to Debt Securities Restructured in a Troubled Debt Restructuring and EITF 94-8, Accountingfor
the Conversion ofa Loaninto a Security in a Troubled Debt Restructuring, where applicable
(specifically, paragraphs 5.75,633, and 6.114).

Paragraph 12.24 discusses the requirement to record repurchase transactions on a gross basis We
note, however, that the FASB recently issued an Exposure Draft that would permit offsetting of
repurchaseandresale transactions that are executed with the same counterparty, have the same
settlement date, are executed under a master netting agreement, and settle through the Fedwire
settlement system or other comparable settlement mechanism. We recommend that the provisions of
final standard be cited in this
if
is finalized by the time this Guide is

issued; if not, the existence of the Exposure Draft should be mentioned.

There are several sections which discuss situations where debt is in-substance defeased (e.g.,
paragraphs 2.81, 13.26,' 13.27,13.29, and 13.30). The FASB pre-exposure draft on securitizations

proposes to prohibit derecognition for in-substance defeasances. We recommend that consideration

be given to citing this impending change in the sections of the Guide that refer to in-substance

defeasance. We further recommend that where other provisions of this pre-exposure draft affect
current guidance (for example, die discussion on sales of loans with recourse in paragraph 8.17), the
pre-exposure draft be referenced.
We recommend that die potential impact of die FASB exposure draft on mortgage servicing rights on
recording loans held for sale (i.e., loans will be split between the loan balance and the servicing
rights) be mentioned where applicable (e.g., paragraph 8.9). In addition, the Exposure Draft will
contain many new disclosure requirements in addition to the requirements listed in paragraph 8.28.
We believe it would be useful to alert users to these potential changes.

Regulatory
.

The Guide does not refer to die December 21,1993 Interagency Policy Statement - Allowancefor
Loan and Lease Losses. As this is the most recent regulatory guidance on this topic, the Guide
should mention this policy in paragraphs 7.17 through 7.22 and briefly cite its requirements. In

addition, the policy indicates that each institution should maintain documentation that translates its
credit grading system into die framework used by the federal regulatory agencies (pass, special
mention, substandard, doubtful, and loss). We recommend that paragraph 7.7 of the Guide discuss
these classifications.

•

It is our understanding that new lending is exempted from die ATRR rales cited in paragraph 7.11.
Rather, die December 1993 Interagency Policy Statement provides guidance on Other International

Transfer Risk Problems. We recommend that paragraph 7.11 mention the existence of die Other
International Transfer Risk Problems and also that new lending is exempt from the ATRR rules.
We recommend that Chapter 12 briefly discuss die accounting for repurchase agreements that are
held to maturity. The FFIEC (Instructions to the Call Report) treatment of long-term repurchase and
reverse-repurchase agreements as sale of assets indicates that long-term repurchase agreements and

repurchase agreements to maturity may be used as a method of permanently disposing of a security
and therefore should be accounted for as a sale of die asset
•

Effective January 1, 1994, die OTS added an interest-rate risk component to its risk-based capital

requirements. The FDIC, OCC, and FRB have also proposed a revision to their existing risk-based
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capital guidelines to address interest-rate risk exposure, although a final rale has not yet been issued.

We recommend that the Guide mention these recent developments.
We recommend that the Guide note the issuance of the "Joint Statement on the Interim Capital
Treatment for FAS 115," by the OCC, FDIC, and FRB in December 1993, which stated that, until a
final rale is issued, net unrealized losses on marketable equity securities should continue to be
deducted when computing Tier 1 capital, andthatothernetunrealizedgainsandlosses on availablefor-sale securities resulting from the adoption of SFAS 115 should be excluded from the computation
of Tier 1 capital.

Trade-date Accounting
Paragraph 5.69 of the draft Guide briefly mentions that sales of securities should be recognized as of the
trade date. We suggest that a more complete discussion of trade-date accounting be incorporated in this
section which would extend to both purchases and sales of securities. The discussion could include, for

example, definitions and examples of the accounting for "regular-way" and delayed settlement

transactions as well as TBAs and when-issued securities. We recommend that the discussion parallel the
guidance in the AICPA's Audit and Accounting Guide: Audits ofBrokers and Dealers in Securities, when

that guidance is finalized. (With respect to our comments regarding the accounting for delayed delivery
transactions proposed in that guide, we refer you to our letter of November 16, attached as Exhibit 1 to
this letter.)

Similarly, we note that Chapter 15 does not include a discussion of these topics for derivative
transactions. We suggest that a comprehensive discussion of trade-date accounting be incorporated in
this chapter as well. The discussion should also address derivative instruments which are accounted for
under the accrual method where changes in value are not recorded in either income or equity.

Written Options
Several sections of the Guide (e.g., paragraphs 15.12,15.63, and 15.69) indicate that written options
(and other written option-type instruments, such as caps, floors, collars, and swaptions) are generally not
eligible for hedge accounting treatment While we note the use of the term "generally," we suggest that
the Guide present a more balanced discussion by mentioning that there are certain cases where written
options are used as hedges. For example, when purchased and written options on a futures contract are

used as a combined instrament (i.e., equivalent to an interest rate future), the transactions can qualify for
hedge accounting treatment

Furthermore, where the cash instrument contains an embedded purchased

option, a written option may be used to synthetically create the equivalent original cash position. In its
Guide to FAS 115, Coopers & Lybrand indicates that the FASB staff agree that a written covered call can

be accounted for as a hedge, with the resulting unrealized gains and losses on the option included in the
separate component of stockholders’ equity. Moreover, the AICPA paper on options indicates that
combined option positions may in certain circumstances be viewed as a single position. To accurately

reflect current practice, we suggest that the Guide recognize that in certain circumstances, as described

above, written options can be eligible for hedge accounting treatment

Debt and Equity Securities
Accountingfor Short Sales
We note that the guidance m section 5.100 prohibits borrowing securities held in an institution's
investment portfolio to make delivery for short sales. We believe that as tong as the other two criteria
identified are met (specifically, that the institution's investment and trading functions are separate and

-

that the institution can support and has documented its intention to enter into a short sale), there is no
reason to treat the transaction as a completed sale. Furthermore, it is not cost-efficient to require an
organization to incur external fees to borrow a security that is currently in its possession. We recognize

that when a security is borrowed from an institution's investment portfolio, it will need to be restored to
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the portfolio upon completion of the transaction We recommend diet the discussion be revised to reflect
these points, and that the discussion be moved out of the section on Substantive Tests for Auditing and
into the section on Accounting and Financial Reporting (paragraphs 5.72 and 5.73).
Amortization ofPremiums
Paragraph 537 indicates that a period of amortization or accretion should extend from the purchase date
of a security until its maturity date. This guidance represents a departure from the previous bank audit
guide provisions, which permitted amortization of premiums to an earlier call date if it was probable the
call option would be exercised. We support the previous guidance as it is more conservative. It is also
consistent with SFAS 91 which permits the use of expected maturity dates for amortization.

Overemphasis of certain motion

The discussion in Chapter 5 of debt and equity securities is wry heavily weighted towards mortgagebacked securities and other mortgage-derivative securities. Specifically, there are seven pages devoted to

these securities, but only one bullet (in paragraph 5.45) on corporate bonds and commercial paper, with
no description or discussion. We suggest a more balanced discussion of all instruments, and a more
condensed discussion of mortgage-backed securities.

SEC Requrements
We note that the draft Guide does not include a discussion of SEC disclosure requirements. However,
banking institutions that are SEC registrants, such as bank holding companies, are subject to many
disclosures required by the SEC which are not required by GAAP. As a result, we suggest including a
section in the Guide on disclosures that are required by the SEC for banks and bank holding companies
and savings institutions, and expanding the illustrative consolidated financial statements in Chapter 19 to
include SEC disclosure requirements (perhaps designated as supplemental disclosures to distinguish them
from disclosures required under GAAP).

9

JPMorgan
Attachments

ADDITIONAL COMMENTS
Chapter 1: Industry Overview
1.7
We found the information which was presented in table format in section 1.09 of the
previous Bank Audit Guide to be dear and readily understandable and recommend its
inclusion, with appropriate modification, in the new Guide.

1.25

We recommend tint the section beginning with this paragraph be entitled "credit risk" end
address credit risk only. Prepayment risk is disclosed elsewhere in paragraph 1.22 as a
component of interest rate risk and therefore does not need to be addressed again in this
section. Exposure due to changes in market prices and foreign currency exchange rates
should be discussed in a separate section on market risk (see alsocomment in Attachment 2,
Evolving Role of Banking Institutions).

Chapter 2: Regulation and Supervision
General

In our view, Chapter 2 devotes an undue amount of discussion to capital adequacy and
prompt corrective action procedures. While we agree that this material is important for

troubled institutions, we also recognize that the prompt corrective action procedures are
irrelevant for over 95% of banking institutions. We recommend that this section be
condensed to a brief discussion of the capital adequacy requirements, and refer the user to
the specific regulations for more detail on prompt corrective action.

We note that the FDIC Improvement Act of 1991 requires covered institutions to file with
the FDIC an attestation report on internal control structure and procedures for financial
reporting from the independent accountant We recommend that this chapter address these
requirements and that the Guide include an illustrative attestation report

We feel that the discussion in paragraphs 1.02 through 1.19 in the previous savings
institutions audit guide gives some good background information regarding the regulatory
environment for banking institutions and recommend that a condensed version of that

material be included in this Guide.
2.17

We recommend that the acronym CAMEL be defined and that mention be made of the other
regulatory rating systems (MACRO, BOPEQ.

2.21

Please specify which agency is developing the "good cause" regulations.

2.29

If the AICPA elects not to accept our recommendation regarding Issue 7,Disclosures about

Regulatory Matters, we suggest that this paragraph be modified to indicate that the
independent auditor should consider regulatory capital not only from the perspective of its
impact on an entity's ability to continue as a going concern, but also with respect to whether
the disclosure is appropriate.

2.31

The second sentence should be corrected to reed "...require institutions to maintain a
minimum leverage ratio of Tier 1 Capital (as defined) to total average quarterly assets..."
We suggest that foe paragraph describe what qualifies as Tier 1 Capital.
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2.33

We suggest that the paragraph define "minimum core-capital ratio" or cite the regulation

where it is defined. We also note that the Guide is inconsistent in that it defines tangible
equity in this paragraph, but other ratios are not defined.
2.35

The calculations of an institution's various regulatory capital amounts do not appear in tee
Call Report, although they can be estimated from information in h
t e Report. This

paragraph should be corrected to reflect this.
2.38

We recommend that tee paragraph indicate teat tee requirement for tangible equity is an
OTS requirement only. (This is acknowledged in paragraph 2.48 3(a).)

2.40

We recommend that the Guide note teat there definitions apply only to insured depository
institutions.

2.48

We recommend that the sentence in 3(a) be revised to read, "The institution's required
minimum an
d actual ratios and amounts of Tier 1 and total capital, risk weighted assets, and
(for savings institutions) tangible capital."

2.53

The last sentence of tins illustrative disclosure suggests that an amount should be deducted
from capital for interest-rate risk. It is our understanding teat although tee Federal Reserve
has been considering the issue of interest rate rite for some time, they have not yet issued a
final rule. As a result, we recommend that the last sentence of this illustrative disclosure be
eliminated.

2.81

If the AICPA decides to require disclosures of bank capital ratios in the audited financial

statements, then additional guidance should be provided on certain significant RAP/GAAP
differences, as follows:
•

Under RAP, trade date receivables and payables are reported gross in other assets and
other liabilities on the balance sheet; under GAAP, trade date receivables and payables

on all unsettled trades are reported net in other assets or other liabilities in accordance
with guidance in the AICPA's Audits ofBroken andDealers in Securities.

As a general rule, RAP does not permit netting of assets and liabilities even where
netting would be acceptable under FIN 39, Offsetting ofAmounts Belated to Certain
Contracts, because legally enforceable netting agreements exist

This paragraph should note that this is not a complete listing of differences and that RAP
requires numerous reclassifications of balance sheet and income statement accounts for the
Call Report.

Chapter 3: General Auditing Considerations
General

In addition to the Statements on Auditing Standards that this chapter discusses, we note that

the previous Guides discussed the following Statements:

• SAS 29, Reporting on Information Accompanying the Basic Financial Statements in
Auditor-Submitted Documents
• SAS 35, SpecialReports - Applying Agreed-Upon Procedures to Specified Elements,
Accounts, or Items of a Financial Statement
• SAS 52, Required Supplementary Information (as incorporated into the AICPA
Professional Standards, Fourth Standard of Reporting, AU Section 558)

We would recommend a discussion of at least SAS 29 and SAS 52, as they seem particularly
relevant
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3.16

SAS No. 11 hasbeensupersededby the issuance in July 1994 of SAS No. 73, Using the
Work ofa Specialist.

3.43

The discussion regarding whether modification of die standard report is appropriate focuses
exclusively on capital adequacy considerations. However, factors such as those mentioned

m paragraph 3.41 should also be taken into account in deciding whether to modify a

standard audit report.

Chapter 4: Cash and Cash Equivalents
4.13

We do not understand why the Guide has classified only short-term borrowings in the
financing activities category. According to SPAS 95, proceeds and repayments from both

long-term and short-term debt are included in the financing category. We recommend that
the Guide be updated to reflect the provisions of SFAS 95.

As this is the only chapter in which information about the statement of cash flows is
presented, we suggest that the Guide be more comprehensive in the examples given.

Chapter 5: Investments in Debt and Equity Securities
S.6

The last sentence of this paragraph is misleading in that it does not reflect the limitations on
the deductibility of intereat expense relating to tax exempt income. The paragraph should
be revised to refer to or incorporate the information m paragraph 14.18 of the Guide.

5.45

We suggest including some general information about the securities listed in this section,
such as the description of FHLB stock that appears in paragraph 5.46. The section should
also specifically discuss the restrictions that apply to banks with respect to holding certain
of the securities listed.

5.46, .77

If the suggestion noted above under 5.45 is not accepted, we suggest that, at a minimum, a
paragraph should be added to discuss FRB stock which parallels the discussion of FHLB
stock in paragraphs 5.46 and 5.77.

5.47

Please cite the source of the limitation on holdings of other than U.S. Government securities
to 10% of capital. We note that there are a number of limitations on the holdings of banks
and bank holding companies. For example, the Batik Holding Company Act does not
permit institutions to hold more than 5% of the voting shares and 20% of the nonvoting
shares of any nonbank company. Therefore, the guidance should be dear in this paragraph

as to which restrictions are being cited. Consideration should also be given to specifically
citing some of the other restrictions implied in the paragraph.
5.48

Please clarify whether tins restriction applies only to savings institutions or whether it
applies to Federal Reserve member banks and national banks as well.

5.53

In this paragraph, the Guide implies the existence of difficulties in practice of distinguishing

between securities and loans for purposes of applying SFAS 115. We recommend that tikis
discussion be expanded to specifically cite the SFAS 115 definition of a security and to
indicate that instruments which meet tins definition of a security should be subject to the
provisions of SFAS 115.

536

This paragraph should indicate that once a security is written down due to a decline in fair

value that is other-than-temporary, it cannot be written back up.
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5.60

5.63

Paragraphs 5.56,5.60 and 5.62 all discuss impairment As all of the impairment scenarios
discussed in these paragraphs come within the scope of SFAS 115, we suggest grouping the
discussion of impairment in one section.

EITF Issue 93-18 confirmed that SFAS 115 amends the guidance included in EITF Issue 894. We suggest that this paragraph address the applicability of SFAS 115 to EITF Issue 894.

5.67

We do not understand the emphasis given to EITF 89-18 as it addresses a very narrow
issue. We recommend condensing die discussion and adding material regarding die SFAS
115 roles on transfers of securities, as SFAS 115 is the most current guidance on this topic.

5.81 - .86

We recommend including some discussion regarding the financial statement presentation
and disclosures about an entity’s trading securities. Generally, material trading portfolios
are disclosed as a separate line item in the balance sheet and are described in more detail in

a separate footnote in the notes to die financial statements.
5.89k

We do not agree that a high volume of transactions in die trading account is a risk factor
because, as defined in SFAS 115 paragraph 12a, "trading generally reflects frequent buying
and selling.”

Chapter 6: Loans

6.30

This paragraph should cite the guidance on leases contained in SFAS 13.

6.40

We recommend that die section on Regulatory Matters mention Regulation Z, Truth in
Lending requirements.

6.43

In June 1994, die federal banking agencies issued a final role for real estate appraisals that
increases die threshold level for required appraisals of real-estate related financial
transactions (as defined) to those having a value of $250,000 or greater. We recommend
that this paragraph be revised to incorporate this change.

6.64

We recommend that this paragraph include references to SFAS 5, SFAS 105, and SFAS
119, all of which are applicable to die accounting and disclosure for commitment

6.67

We recommend that this paragraph be clarified to indicate that separate disclosure of loans
held for sale, loans in process, and loans restructured in a troubled debt restructuring is only
required when such amounts are considered to be material.

Chapter 7: Allowance for Credit Losses
7.4 - .10

In addressing methodologies for estimating die allowance for credit losses in these

paragraphs, we note that the Guide does not address the commonly used technique of
discounting cash flows to assess die value of a loan or other financial instrument. We
regard this valuation methodology as quite important in determining the value of die
financial instrument and, therefore, die adequacy of die allowance. Moreover, die SFAS
114 framework for loan impairment utilizes die present value methodology. Accordingly,
we suggest that this section of die Guide include some discussion of present value concepts,
and emphasize their importance to estimating die allowance for credit losses.

7.4

We suggest that greater emphasis be given to die importance of considering an institution’s
credit exposure to a single counterparty than is currently given by its inclusion in item (e).

Exhibit 7.17 We recommend that the exhibit indude a category for Country Allocations and Other

International Transfer Risk Problems.

-13-

JPMorgan
Chapters: Loan Sales and Mortgage Banking Activities
8.7

This paragraph should specify which regulatory agencies prescribe different treatment for

loan sale transactions (e.g., the OTS follows GAAP).
Moreover, we suggest that the second sentence be amended to read as follows (additions in
italics): ”For example, a loan sold with recourse cannot be recognized as a sale and requires
a risk-based capital allocation and separate disclosure in regulatory financial reports.

8.8

Please specify what rate (i.e., long-term rate or some other market rate) should be used to
discount purchased mortgage servicing rights and purchased credit card receivables

according to regulatory guidelines. We note that SFAS 65 specifies the use of an
appropriate long-term rate for discounting servicing assets.
8.11

We recommend that the paragraph cite SFAS 115 for this guidance as this Statement
amended this provision of SFAS 65.

8.28

Please state thesource of there disclosure requirements.

Chapter 9: Real Estate Investments, Real Estate Owned, and Other Foreclosed Assets
9.8

We recommend that die reference to AICPA Practice Bulletins 7 and 10 and to FRR 28 be
removed as this guidance will not be applicable after SPAS 114 is incremented in 1995.

9.19

We reoommend citing other sources of guidance on joint ventures including AIN-APB 18,
#2, The EquityMethod ofAccountingfor Investments in Common Stock, and the AcSEC
Issues Paper, Joint Venture Accounting.

Chapter 10: Other Assets
10.14

With respect to the accounting treatment for the coat of purchased software, we refer you to

Walter Scheutze's letter of November 10 to Timothy Lucas of the EITF, which notes that
the accounting guidance on tins topic is not as straightforward as the Guide suggests. We
recommend that the paragraph either be expanded to include a discussion of the diversity in
practice or be eliminated entirely.

Chapter 11: Deposits
11.31

Please specifically state whether these disclosures are required of all banking institutions.
In particular, we believe that the disclosure referred to in item (a) is required only by the

SEC's Guide 3 and would therefore not be required of all banking institutions.
11.34

Please clarify that these disclosures do not have to be included as part of the audited

financial statements.

Chapter 12: Federal Funds and Repurchase Agreements
12.21

We recommend deleting the first sentence of tins paragraph as this information already
appears in paragraph 12.19 and adding the second sentence to the discussion in paragraph
12.19.

12.23

Please cite the source of this regulatory guidance for banks. This paragraph appears to be

derived from the savings institution audit guide and we have been unable to identify a bank
regulation which states that a security must be registered in an institution's name before it is
placed in its investment portfolio. We recommend that the paragraph state that this
guidance applies only to savings institutions if similar guidance does not exist in the bank

regulations.
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12.35

12.39g

It appears that this section is identical to 12.33; however, it seems to be missing part of the
description of what happens when the principal amount of the security repurchased is leas
than the recorded investment Please consider whether both paragraphs are necessary, and
if no, whether any additional language should be added to paragraph 12.35.
This audit procedure cannot be performed because legal title always transfers with the
execution of these instruments.

Chapter 13: Debt
General

We recommend that the Guide indicate what debt qualifies as Tier 2 risk-based capital for
banks (specifically, debt that is not eliminated in consolidation and meets the following
criteria: 1) must be subordinated to general creditors and depositors, 2) must be unsecured,
3) must have a weighted average maturity of a least 5 years, 4) cannot be redeemed by the
bolder before maturity, 5) must clearly state that it is not a deposit and not insured by a
federal agency, 6) may not be credit sensitive; 7) and may not contain or be covered by any
covenants, terms, or restrictions that are inconsistent with safe and sound banking
practices). The Guide should also mention that unsecured long-term debt issued prior to
March 12,1983 that qualified under previous capital guidelines as secondary capital when

issued is exempt from these criteria and continues to qualify as capital.
13.27

We recommend that the section on Accounting and Financial Reporting of Debt indude a

discussion of ETTF 86-25,
Foreign CurrencySwap, which states that an accrual
related to a currency swap contract cannot be netted against the foreign currency debt as
they are considered two separate transactions that do not have the right of setoff.
13.28

We recommend adding a discnasion of the accounting for premiums and discounts
associated with long-term debt.

13.31

The paragraph should note that separate disclosure is not currently required of debt that is
categorized as Tier 2 or supplementary capital for regulatory capital purposes.

13.33 - .37 We suggest that the discnasion of Mortgage-Backed Bonds and Preferred Stock of Finance
Subsidiaries be moved out of the section entitled "Short-Term Debt" as they generally do
not fell under this classification. We suggest the insertion of another caption for "Other
Debt Instruments."

Chapter 14: Income Taxes
14.17

14.21

We recommend adding a sentence at the end of the paragraph detailing tire rules under the
Tax Reform Act of 1986, i.e., NOLs may be carried back three years and carried forward
15 years.
We recommend that the regulatory section mention the regulatory accounting rales for
intercompany tax allocation which are cited in section 14.43 (last bullet on page 195).

14.22 - .24 These are not Banking Agency Regulatory requirements; they are IRS or tax requirements.
Accordingly, we recommend that this discussion be moved out of the section on Regulatory

Matters.

Chapter 15: Derivatives
15.1

Banking institutions also profit from making markets in the instruments discussed (by
earning tire difference between the bid and offer price). We recommend adding market
making as point (c) in the second sentence.
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15.13

This paragraph discusses credit risk associated with options and should also note that no
credit exposure results from writing option contracts.

15.16

We Biggest that this paragraph also mention basis swaps, and provide a description as
follows: "Basis swaps are a variation on interest-rate swaps where both rates are variable,
but are tied to different index rates." (Source - AICPA Derivatives Abstract)

15.34

This paragraph mentions one of the uses of derivative financial instruments as a "risk
management service for clients," but tins topic is not discussed separately later on in the
chapter as the other topics were. We recommend adding a paragraph to discuss this topic
(e.g., after paragraph 15.45).

In addition, footnote 1 should be updated to reflect the release of SPAS 119.
15.37 - .41

We recommended adding to this discussion the fact that SFAS 80 (paragraph 6) permits die

amortization of basis over the life of the contract under certain circumstances.

15.41, 56

Paragraph 15.41 should include a discussion of how convergence should be handled with
respect to measuring the correlation factor. In our view, basis should be removed in testing

for correlation. Similarly, we recommend that paragraph 15.56 indicate that basis be
removed for correlation testing.
15.49

Please clarify which financial instruments this paragraph is discussing.

15.49a

The reference to the "gross amount of securities deliverable under contracts" is unclear. If

the sentence is referring to notional amounts, we recommend that it should specifically state
this. If not, we suggest the sentence be clarified to describe what exactly is being recorded
off-balance sheet
15.49b

As thia paragraph appears to be the only section that discusses mark-to-market accounting,
consideration should be given to expanding the discussion to include how market value is
derived: either baaed on quoted market prices, or, in their absence, on valuation models.

The second bullet of this subparagraph states that mark-to-market accounting treatment is
applied when the instrument is hedging a position that will be carried at market value. This
is not always the case, however. For example, under SFAS 115, available for sale
securities are carried at fair value; however, unrealized gains and losses on these securities
are recorded in stockholders' equity. If an instrument is hedging a security that is
considered as available for sale, SFAS 115 requires that the unrealized gains/loases on the

hedging instrument should also be recorded in equity. Please clarify this point
15.60c

15.63

We suggest the paragraph also refer to EITF 87-26, Hedging ofForeign Currency Exposure
with a Tandem Currency, which relates to tins matter.
The penultimate sentence of this paragraph states that the time value component of the
premium paid for purchased options is typically amortized over the life of the option while

the intrinsic piece is considered part of the basis of the hedged exposure. We note that thia
guidance only applies to non-trading assets and would not apply to traded options. We
suggest that a sentence be added to state that traded options should be marked to market

This treatment would encompass any change m value due to the passage of
In addition, we suggest that the discussion on mark-to-market accounting be expanded to

explain that the mark-to-market method requires that an asset or liability be eatablished

equal to the market value of the option purchased or written; that market value may be
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determined band on quoted market prices, or, in their absence, on valuation models; and
that changes in the market value of the option are recorded in the balance sheet asset or
liability account with the offsetting entries to a P&L account in trading account revenue.

Similarly, we recommend that the discussion on mark-to-market accounting for swaps be
expanded to include balance sheet and income statement classification and
models

15.65

used to perform mark-to-market calculations.

We agree that there is little accounting guidance for noncurrency swaps (commonly referred
to as interest rate swaps); however, SFAS 115 (paragraph 115) specifically states that
accounting for other financial instruments used to hedge investments in securities should
follow the accounting for the underlying (hedged) security. The Coopers & Lybrand Guide
to FAS 115 supports this treatment in its response to Question No. 51 in that publication.
Accordingly, we recommend that this paragraph discuss this guidance.

15.68

We suggest that the Guide mention ETTF Issue 94-4 which addresses the question of
whether interest-only mortgage-backed securities can be classified as held to maturity.

White die ETTF did not reach a consensus on this issue, they did observe that die
classification of interest-only strips as held to maturity should be rare.

15.69

With respect to die guidance in the third sentence that "Premiums paid for caps... that
qualify as hedges...should be charged to expense over the term of the agreement," it is our
view that only die time value of die contract is amortized over die life of the agreement
white the contract is open. The intrinsic value is not amortized until die option contract is
dosed. This accounting treatment is consistent with die accounting for options.

Again, die reference to mark-to-market accounting should be expanded to include balance
sheet and income statement classification and valuation models used to perform mark-tomarket calculations.
15.71d

We do not believe that die requirement to disclose the number of open futures contracts held
by an institution is particularly informative and recommend that it be eliminated.

15.83

We do not believe that die suggestion made in die last sentence of this paragraph to review
gains recognized during die period would be a cost effective procedure.

Chapter 17: Trust Services and Activities
General

We suggest that this chapter note that a financial institution may also perform custodial
services, and that these services subject die institution to fiduciary responsibilities, although
not to die same extent as those imposed by trust services rendered. The discussion could
list some of the different types of these services, such as portfolio servicing, securities
settlement and safekeeping.

Chapter 19: Illustrative Consolidated Financial Statements
Consolidated
Genual

Consolidated
General

ofFinancial Condition

We suggest adding a caption on die balance sheet for Commitments and Contingencies.

ofIncome

The caption of "Net realized gains on sates of availabte-for-sale securities" implies that Held
to Maturity investments cannot be sold. Because there are limited circumstances under
which such sates may take place, we suggest using the option "Net realized gains on sate of

securities."
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Notes to ConsolidatedFinancial Statements
pp.256 -258 Werecommend that to notional amounts of swaps discussed in the last paragraph of page
256 be included in the table on 258, as we believe this would be a more coherent

General

We note that some of the AICPA Audit Guides have indexes, although neither the previous
bank audit guide or savings institutions audit guide do. We believe tot an index is an
invaluable reference tool and strongly urge to addition of one to this Guide.
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EDITORIAL COMMENTS

• Appraising (in part through on-site examinations) institutions' financial condition,
soundness of operations, quality of management, and compliance with laws and
regulations.

1.10 Given the nature of their duties, the banking agencies also play a major role in the
development of depository institutions' accounting and reporting practices. The agencies also
have certain authority over the activities of independent accountants serving the industry. Further,
the federal banking agencies and the National Credit Union Administration are represented on the
Federal Financial Institutions Examination Council (FREC). The FREC sets forth uniform
examination and supervisory guidelines in certain areas.

1.11 Chapter 2 discusses the current regulatory approach to supervision of depository institutions
and provides an overview of major areas of regulation. Legislative efforts over time to regulate,
deregulate, and reregulate depository institutions are also addressed in chapter 2. Other specific
regulatory considerations are identified throughout this guide in the relevant chapters.
1.12 In addition to supervision and regulation by the federal and state banking agencies, publicly
held institutions are generally subject to requirements of federal securities laws, including the
Securities Act of 1933 (1933 Act) and the Securities Exchange Act of 1934 (Exchange Act),
institutions whose securities are registered under the Exchange Act must comply withits reporting
requirements through periodic filings with the Securities and Exchange Commission (SEC). Publicly
held institutions that are not part of a holding company are required under section 12(i) of the
Exchange Act to make equivalent filings directly with their primary federal regulators. Each of the
federal banking agencies has regulations that provide for the adoption of forms, disclosure rules,
and other registration requirements equivalent to those of the SEC as mandated by the Exchange
Act

1.13 Statement on Auditing Standards (SAS) No. 69, The MeaningofPresent Fairly in Conformity
With Generally Accepted Accounting Principles in the Independent Auditor's Report (AICPA,
Professional Standards, vol. 1, AU sec. 411), states that rules and interpretive releases of the SEC
have an authority — for SEC registrants — similar to the highest category of generally accepted
accounting principles (GAAP). Related considerations for independent accountants serving publicly
held institutions are identified in each chapter where appropriate.

INDUSTRY RISK FACTORS
1.14 Independent accountants serving the depository institutions industry should be aware of the
general business and economic risk factors that affect the industry.1 Competition for business,
innovations in financial instruments, and the role of regulatory policy ware introduced above.
Emerging regulatory and accounting guidance are discussed throughout this guide. Other primary
risk factors (discussed below) involve the sensitivity of institutions' earnings to changes in interest
rates, liquidity, and asset quality. Independent accountants should consider all such risk factors
when planning the audit of a depository institution's financial statements. Practical considerations
of these risk factors for certain transactions are provided in each chapter where appropriate.

1 One source of such information is the AICPA's Audit Risk Alert series.

3

1.15 As stated above, depository institutions derive their income primarily from the excess of
interest collected over interest paid. The rates of interest on institution corns on its assets and
owes on its liabilities are established contractually for a period of time. Market interest rates
change over time. Accordingly, an institution is exposed to lower profit margins (or losses) if it
cannot adapt to interest-rate changes.

1.16 For example, assume an institution's assets carry intermediate- or long-term fixed rates.
Assume those assets were funded with short-term liabilities. Also assume that interest rates rise
by the time the short-term liabilities must be refinanced. The increase in the institution's interest
expense on the new liabilities — which carry new, higher rates — will not be offset if assets
continue to earn at the long-term fixed rates. Accordingly, the institution's profits would decrease
on the transaction because the institution will either have lower net interest income or, possibly,
net interest expense. Similar risks exist when assets are subject to contractual interest-rate
ceilings, or rate-sensitive assets are funded by longer-term, fixed-rate liabil
ities.
1.17 Several techniques might be used by an institution to minimize interest-rate risk.

One

approach is for the institution to continually analyze and manage assets and liabil
ities based on

their payment streams and interest rates, the timing of their maturities, and their sensitivity to
actual or potential changes in market interest rates. Such activities fall under the broad definition
of asset/liability management
1.18 One technique used in asset/liability management is measurement of an institution's asset/
liability gap — that is, the difference between the cash flow amounts of interest-sensitive assets
and liabilities that will be refinanced (or repriced) during a given period. For example, if the asset
amount to be repriced exceeds the corresponding liabil
ity amount for a certain day, month, year,
or longer period, the Institution is in an asset-sensitive gap position. In this situation, net interest
income would increase if market interest rates rose, or decrease if market interest rates fed. If,

alternatively, more liabilities than assets will reprice, the institution is in a liability-sensitive
position. Accordingly, net interest income would decline when rates rose and increase when rates
fall. Such gap analysis assumes that assets and liabilities will be repriced only when they
mature - it does not consider opportunities to reprice principal or interest cash flowsmaturity.
before

1.19 Duration analysis is a rudimentary technique that builds on gap analysis by adding
consideration of the average life of a stream of cash flows. The duration of an asset or liability
is measured by weighting cash flow amounts based on their timing. Accordingly, duration analysis

adds a measure of the effect of the timing of interest-rate changes on earnings.
1.20 Several ways an institution can manage its gap position include —

Selling existing assets or repaying certain liabilities.
-• Matching repricing periods for now assets and liabilities —for example, by shortening terms
of new loans or investments.

Hedging existing assets, liabilities, or anticipated transactions.
1.21 An institution might also invest in more complex financial instruments intended to hedge or
otherwise change interest-rate risk. Interest-rate swaps, futures contracts, and options on futures

2.27 Racial and ethnic disparities in residential lending, and the extent of depository institutions'
environmental liability, are two of many social issues receiving increased focus in federal
regulation.

REGULATORY CAPITAL MATTERS

2.28 Capital is the primary tool used by regulators to monitor the financial health of insured
depository institutions. Regulatory intervention is focused primarily on an institution's capital
levels relative to regulatory standards. The federal banking agencies have a uniform framework
for prompt corrective regulatory action, as well as specific capital adequacy guidelines set forth
by each agency.
2.29 The independent accountant considers regulatory capital from the perspective that
noncompliance or expected noncompliance with regulatory capital requirements may be a
condition, when considered with other factors, that could indicate substantial doubt about an
entity's ability to continue as a going concern. This discussion provides an overview to help
independent accountants understand regulatory capital requirements. Capital regulations are
complex and their application by management requires a thorough understanding of specific
requirements and the potential impact of noncompliance. Accordingly, relevant regulations and
regulatory guidance should be consulted by the independent accountant as necessary when
considering regulatory capital matters.
Capital Adaquacy

2.30 The FDIC, Office of the Comptroller of the Currency (OCC), and Federal Reserve System
(FRS) have historically had common capital adequacy guidelines (which differ in some respects
from those of the Office of Thrift Supervision (OTS)] involving minimum (a) leverage capital and
(b) risk-based capital requirements

2.31 The first requirement establishes a minimum ratio of capital as a percentage of total assets.
The FDIC, OCC, and FRS require institutions to maintain a minimum leverage ratio of Tier I capital
(as defined) to total average assets based on the institution's rating under the regulatory CAMEL
rating system. Institutions with CAMEL ratings of one that are not anticipating or experiencing
significant growth and have well-diversified risk are required to maintain a minimum leverage ratio
of 3 percent. An additional 100 to 200 basis points are required for all but these most highly rated
institutions.
and off

2.32

sheet position.

The second requirement also establishes a minimum ratio of capital as a percentage of total

assets, but gives weight to the relative risk of each asset. The FDIC, OCC, and FRS require
institutions to maintain a minimum ratio of Tier I capital to risk-weighted assets of 4.0 percent.
Banks must also maintain a minimum ratio of total capital to risk-weighted assets of 8.0 percent.
2.33 The OTS requires savings institutions also to maintain a minimum core-capital ratio (as
defined) of 3.0 percent and a tangible capital requirement of 1.5 percent of assets. The
determination of tangible capital requires the immediate deduction of all unamortized supervisory
goodwill arising from the purchase of a troubled institution prior to April 12, 1989. For core
capital calculations, unamortized supervisory goodwill is being deducted on a phased schedule and
will be fully deducted by January 1, 1995.
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Other Regulatory Matters

2.50 Other regulatory limitations may exist (such as those discussed in paragraphs 2.76 and
2.77 below) despite compliance with minimum regulatory capital requirements. To the extent
such limitations could materially affect the economic resources of the institution and claims to
those resources, they should similarly be disclosed in the footnotes to the financial statements.

Appli
cation to Holding Companies
2.51 The disclosures required by paragraphs 2.48 through 2.50 should be presented for holding
companies and all significant subsidiaries.

Illustrative Disclosures
2.52

The example disclosures that follow are for illustrative purposes only.

2.53 Folowing is an illustrative disclosure for an institution that assarts compliance with
regulatory capital requirements (and that considers itself adequately capitalized under the prompt
corrective action framework):
The Bank is subject to various regulatory capital requirements administered by the
federal banking agencies. failure to meet minimum capital requirements can initiate
certain mandatory - and possibly additional discretionary - actions by regulators that,
if undertaken, could have a direct material effect on the Bank's financial statements.
The regulations require the Bank to meet specific capital adequacy guidelines that
involve quantitative measures of the Bank's assets, liabilities. and certain off-balancesheet items as calculated under regulatory accounting practices. The Bank's capital
classification is also subject to qualitative judgments by the regulators about
components, risk weightings, and other factors.

*

Quantitative measures established by regulation to ensure capital adequacy require the
Bank to maintain minimum amounts and ratios (set forth in the table below) of Tier I

capital (as defined in the regulations) to total average assets (as defined), and
minimum ratios of Tier. I and total capital (as defined) to risk-weighted assets (as
defined).5 To be considered adequately capitalized (as defined) under the regulatory
framework for prompt corrective action. The Bank must maintain minimum Tier I
leverage, Tier I risk-based, total risk-based ratios as set forth in the table.6 The
Bank's actual capital amounts and ratios are also presented in ths table. A total of
$xx,xxx was deducted from capital for interest-rate risk.

5 The percentages disclosed should to three applicable to the reporting entity. As discussed in paragraph 2.31,

institutions with CAMEL ratings of one that are not anticipating or experiencing significant growth and have
well-diversified risk are required to maintain a minimum leverage ratio of 3 percent. Anadditional 100 to 200
basis points are required for all but those most highly rated institutions.
6 Paragraphs 2.36 through 2.47 above describe the prompt corrective action ratios. For some institutions the

calculation of actual amounts and ratios under the prompt corrective action framework may differ from
calculations under ths basic capital adequacy requirements. Ths disclosure should provide ths relevant
amounts and ratios accordingly.
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regulatory framework for prompt corrective action, the Bank must maintain
minimum Tier I leverage. Tier I risk-based, total risk-based ratios as set forth in the
table.8 The Bank's actual capital amounts and ratios are also presented in the
table. A total of $xx,xxx was deducted from capital for interest-rate risk.
As of December 31, 199X:
Required

Tier I Capital (to
Average Assets)
Tier I Capital (to Risk

Total Capital (to Risk
Weighted Assets)

Capital Adequacy
Actual
Amount (Ratio)

Prompt Corrective Action
Required
Actual
Amount (Ratio)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

As of December 31,199W:

Capital Adaauaev
RequiredAmount (Ratio) Actual
Amount (Ratio)
Tier I Capital (to
Average Assets)
Tier I Capital (to Risk
Weighted Assets)
Total Capital (to Risk
Weighted Assets)

Prompt Corrective Action
Required
Actual
Amount (Ratio)

Amount (Ratio)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX
(X.X%)

The Bank may not issue dividends or make other capital distributions, end may not
accept brokered or high rate deposits, as defined, due to the level of its risk-based
capital. [Describe the possible effects of these restrictions.]

Under the regulatory framework for prompt corrective action, the Bank's capital status
may preclude the Bank from access to borrowings from the Federal Reserve System
through the discount window [describe the possible effects of these restrictions].
Also, as required by the framework, the Bank has a capital plan that has been filed
with and accepted by the Federal Deposit insurance Corporation (FDIC). The plan
outlines the Bank's steps for attaining the required, levels of regulatory capital.
Management believes, at this time, that the Bank will meet all the provisions of the
capital plan and all the regulatory capital requirements by December 31, 199Y (or
earlier if stated in the capital plan). [The disclosure should continue with discussion of
management plans such as: reducing the size of the institution by converting noncash
assets end reducing liabilities, issuing additional equity securities at prices less then
book value, or other plans for financial restructuring.]

* See footnote 6.
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2.90 Examiners might request permission to attend the meeting between the independent
accountant and representatives of the institution (for example, the audit committee of the board
of directors) to review the independent accountant's report on the institution's financial
statements. If such a request is mode end management concurs, the independent accountant
should be responsive to the request.
is
and
2.91 Information in examination reports, inspection reports supervisory discussions — including
summaries or quotations —are considered confidential. Such information may not be disclosed
to any party without the written permission of the appropriate federal bank
ing agency, and
unauthorized disclosure of such information could subject the independent accountant to civil and
criminal enforcement actions.

INFORMATION SOURCES
2.92 OCC supervisory policies and guidance are issued as Advisory Letters, OCC Bulletins,
Memoranda, News Releases, updates to the OCC Policies and Procedures Manual, the Bank
Accounting Advisory Series, and other issuances. For information on ordering copies of OCC
issuances, call OCC Publications Control at (202) 874-4884.

2.93 FDIC policy is communicated in Financial institution Letters, News Releases, and
Memoranda, end in instructions for FREC Consolidated Reports of Condition and income. For
information about ordering these issuances, call FDIC Corporate Communications at (202)
898-8996.
2.94 information about FRS publications is available through FRS Publications Services at (202)
452-3245.

2.95 OTS supervisory policies and guidance are issued in the form of Thrift Bulletins, Regulatory
Bulletins, and Transmittals, and in guidance provided to examiners through a multivolume set of
agency handbooks and in instructions for Thrift Financial Reports. For information on ordering OTS
publications, call the OTS Controller's Division at (202) 906-6427.
2.96 The Federal Register contains notices about the actions of federal government agencies.
It may be purchased from the U.S. Government Printing Office by calling (202) 783-3238 or by
writing to New Orders, Superintendent of Documents, P.O. Box 371954, Pittsburgh, PA
15250-7954. Most public libraries also have copies of the Federal Register.

2.97

Several companies offer the regulatory releases noted above in electronic formats.

AUDITING
Objections

2.98 The independent accountant's objective in this area is to obtain reasonable assurance that
the financial statements include proper description and disclosure of regulatory matters (as
discussed in paragraphs 2.48 through 2.55 of this chapter) in the context of the financial
statements taken as a whole.
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• Investments to total assets — measures the mix of earning assets
• Loans to total assets — measures the mix of earning assets

• Investments by type divided by total investments — measures the composition of

investment portfolio
Loans to deposits — indicates the funding sources for the loan base
Loans by type to total loans — measures the composition of loan portfolio and of lending

strategy and risk
Allowance for loan tosses to total loans — measures loan portfolio risk coverage
Chargeoffs to total loans — indicates management’s efficiency of charging off
Loan loss recoveries to prior-year write-offs — indicates write-off policy and measures

recovery experience
Classified loans to total loans — indicates asset quality

Investment income to average total securities — measures investment portfolio yield
Allowance for loan tosses to classified loans — measures management's estimate of losses
Loan income to average net loans — measures loan portfolio yield

Total interest paid to average total deposits — measures costs of funds

Overhead to total revenue (net interest income plus noninterest income) — measures

operating efficiency
Net income to average total assets — measures return on assets
Not income to average capital — measures return on equity
Capital ratios — various measures of financial strength
• Noninterest income to total revenue (net interest income plus noninterest income) —

measures the extent of noninterest income
Consideration of the Possibility of Material Misstatements

3.25 There are certain risks inherent in all financial statement audits. One such risk is the
possibility that the financial statements are materially misstated as the result of errors and
irregularities or illegal acts by clients. SAS No. 53, The Auditor's Responsibility to Detect and
Report Errors and Irregularities (AICPA, Professional Standards, vol. 1, AU sec. 316), provides
guidance on the independent accountant’s responsibility for the detection of errors and
irregularities in an audit of financial statements performed in accordance with GAAS. SAS No. 53
describes factors that influence the independent accountant's ability to detect errors and
irregularities and explains that the exercise of due care should give appropriate consideration to
the possibility of errors and irregularities.
It also provides guidance on the independent
accountant's responsibility to communicate detected matters both within and outside the entity
whose financial statements are being audited.
Management, industry, or engagement
characteristics that may be indicative of increased risk of possible material misstatements in an
audit of the financial statements of a depository institution include those listed in paragraph 10
of SAS No. 53, as well as the following:
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investments in the held-to-maturity securities portfolio, and should be included in the held-for-sale
(that is, available-for-sale securities) or trading categories.
6.53 FASB Statement No. 116 includes a definition of security. For regulatory financial reporting
purposes, certain instruments that fit ths FASB Statement No. 115 definition of security may be
required by a federal banking regulatory agency to be classified and accounted for as loans. Ths
independent accountant should consider whether such securities have been properly identified for
purposes of applying FASB Statement No. 115.

ACCOUNTING AND FINANCIAL REPORTING
5.54 FASB Statement No. 115 addresses accounting and reporting for investments in equity
securities that have readily determinable fair values and for all investments in debt securities.
Those investments are to be classified in three categories and accounted for as follows:

a. Held-to-maturity securities (debt securities the institution has the positive intent and ability
to hold to maturity) are reported at amortized cost.
b. Trading securities (debt and equity securities that are bought and held principally for the
purpose of selling them in the near future) are reported at fair value, with unrealized gains
and losses included in earnings.3
c. Available-for-sale securities (debt and equity securities not classified as either held to
maturity or trading) are reported at fair value, with unrealized gains and losses excluded
from earnings and reported as a net amount in a separate component of shareholders*
equity.
5.55 FASB Statement No. 115 addresses changes in circumstances that may cause the
enterprise to change its intent to hold a certain security to maturity without cal ing into question
its intent to hold other debt securities to maturity in the future. The "Regulatory Matters" section,
paragraphs 5.47 through 5.53, discusses the effect regulations may have on the classification of
securities in the three categories.

5.56 For individual securities' classified as either available for sale or held to maturity, FASB
Statement No. 115 requires institutions to determine whether a decline in fair value below the
amortized cost basis is other than temporary. For example, if it is probable that the investor will
be unable to collect all amounts due according to the contractual terms of a debt security not
impaired at acquisition, an other-than-temporery impairment shall be considered to have occurred.
If such a decline is judged to be other than temporary, the cost basis of the individual security
should be written down to fair value as the new cost basis, with the amount of the write-down
included in earnings (that is, accounted for as a realized loss).4 The statement also specifies
accounting for transfers between categories.

3 MBSs that are hold for sale in conjunction with mortgage banking activities la* described in FASB Statement
No. 65, Accounting for Certain Mortgage Banking Activities) are classified as trading securities.

4 A decline in the value of a security that is other than temporary to also discussed in the Aud
iting Interpretation
entitled "Evidential Matter for the Carrying Amount of Marketable Securities" (AICPA, Professional Standards,
vol. 1, AU sec. 9332, “Long-Term investments: Auditing interpretations of Section 332“) and In SEC Staff
Accounting Bulletin (SAB) No. 59. Accounting for Noncurrent Marketable Equity Securities.
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e. Consider all loans (whether on an individual orpool-of-loans basis) and other relevant credit
exposure.
f. Consider the particular risks inherent in the different kinds of lending.

g. Consider current collateral values, where applicable.
h. Be performed by competent and well-trained personnel.

i. Be based on current and reliable data.

j. Be well documented, with dear explanations of the supporting analyses and rationale.
7.5
Methods that rely solely on mathematical calculations, such as a percentage of total loans
based on historical experience or similar allowance percentages of peer depository institutions,
generally fail to contain the essential elements, because they do not involve a detailed analysis of
an institution's particular loans or consider the currant economic environment.
7.6
As discussed below, creditors have traditionally identified loans that are to be evaluated for
collectibility by dividing the loan portfolio into different segments. Each segment should contain
loans with similar characteristics, such as risk classification, past-due status, and type of loan.
Examples of categories often used include—
• Individually identified impaired loans. These are loans for which It is probable that the
creditor will be unable to collect all amounts due according to the contractual terms of the

loan agreement, and, accordingly, for which impairment is measured in conformity with
Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 114, Accounting by Creditors for impairment of a Loan.
• Pools of smaller-balance homogeneous loans and leases.
• Unidentified impaired loans. These are all other loans or leases not included in the other

two categories and not individuall
y identified as impaired butthat, on a portfolio basis, are
believed to have some inherent impairment.

The methods used for estimating the all
owance for each component will vary depending on the
nature of the component.
7.7
A key element of most methodologies is a credit classification process. The classification
process involves categorizing loans into risk categories. The categorization should be based on
conditions that may affect the ability of borrowers to service their debt, such as current financial
information, historical payment experience, credit documentation, public information, and current
trends.
Management's categorization might, alternatively, be based on the institution's
classification system. Many institutions classify loans using a rating system that incorporates the
regulatory classification system.2 Those definitions are as follows:

a. Substandard. Loans classified as substandard are inadequately protected by the current
sound worth and paying capacity of the obligor or of the collateral pledged, if any. Loans
so classified must have a well-defined weakness or weaknesses that jeopardize the

2 See Interagency Policy Statement on Review and Classification of Commercial Real EstateLoans, June 10,
1993.
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Loan Servicing

8.6
When loans are sold, the setting institution sometimes retains the rightto service the loans
for a servicing fee, normally expressed as a percentage of the principal balance of the outstanding
loans that is collected over the life of the loans as payments are received. A typical servicing
agreement requires the servicer to carry out the servicing function, including bitting and collection
of borrowers' payments; remittance of payments to the Investor, insurers, and taxing authorities;
maintenance of custodial bank accounts; and related activities. The agreement may also involve
significant risks being retained by the servicer, including recourse risk and default risk. Serviced
loans may have been originated by the servicer institution itself or by other financial institutions.

REGULATORY MATTERS

8.7
Loan sale transactions may receive different treatment under regulatory accounting
practices (RAP). For example, loans sold with recoursegenerally require additional risk-based
capital and separate disclosure in regulatory financial reports.
8.8
For regulatory financial reporting purposes, purchased mortgage-servicing rights and
purchased credit card relationships are required to bo recorded at an amount no greater than the
discounted value of their future net servicing income.

ACCOUNTING AND FINANCIAL REPORTING
Loans Held for Sale
8.9
Financial Accounting Standards Board (FASB) Statement of Financial Accounting Standards
No. 65, Accounting for Certain Mortgage Bank
ing Activities, establishes the accounting for loans
held for sale and the accounting for loan sales. Mortgage-backed securities held for sale in
conjunction with mortgage banking activities shall be classified as trading securities and reported
at fair value in conformity with FASB Statement No. 115, Accounting for Certain investments in
Debt and Equity Securities. FASB Statement No. 65 states that mortgage loans held for sale shall
be reported at the lower of cost or market value, determined as of the balance-sheet date, and that
either the aggregate or individual loan basis may be used in determining the lower of cost or
market value for each type of loan. The amount by which the cost of such loans exceeds their
market value should be accounted for as a valuation allowance.

8.10 FASB Statement No. 65 states that the market value of committed loans and uncommitted
loans should be determined separately as follows:

a. Committed loans should be valued based on actual commitment prices. The contractual
service fee should be valued in accordance with FASB Statement No. 65. Use of the value
of loan-servicing rights to offset or eliminate unrealized valuation losses should be
considered only if a fixed contract exists for the sale of servicing on identifiable loans held
for sale.
b. Uncommitted loans should be valued based on the market in which the institution normally
operates (for example, servicing retained or released):
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(1) Commitment prices, to the extent the commitments clearly represent market
conditions at the balance-sheet date
(2) Market prices and yields sought by the mortgage banking enterprise's normal market
outlets

(3) Quoted Ginnie Mae security prices or other public market quotations for long-term
mortgage loan rates
(4) Freddie Mac and Fannie Mae current delivery prices
c. Changes in the valuation allowance shall be included in the determination of net income
of the period in which the change occurs.
d. Loans that are to be transferred from loans held for resale to tong-term investments should
be valued at the tower of cost or market at the transfer date.

8.11 FASB Statement No. 65 requires that thesecuritization of a mortgage loan held for sale be
accounted for as the sale of the mortgage loan and the purchase of a mortgage-backed security
classified as a trading security at fair value.
Sales of Loans
8.12 The objectives of accounting for sales of loans are to recognize the economic gain or loss
from the transaction in the period of sale and to avoid recognition of income or expenses
attributable to future periods. Consequently, when loans are sold outright and are not to be
serviced by the selling institution, the gain or toss is measured by calculating the difference
between the selling price and the carrying amount of the loans sold (including applicable deferred
loan fees and costs, premiums and discounts, and related allowances, if any).

8.13 Variable-rate loans are generally sold at stated rates, with gain or toss measurement based
on a premium or discount on the face value of the portfolio to be sold. Fixed-rate loans are
generally sold at a discount or premium to provide a specified yield to the investor, and the
corresponding gain or toss is based on the difference between the actual or stated yield of the
loans to be sold and the contractual yield to the investor. The stated yield on a pool of loans is
the calculated weighted average interest rate for that pool.
8.14 If loans are sold with servicing retained, and the servicing fee rate differs materially from
a normal servicing fee rate (see FASB Statement No. 65 and FASB Technical Bulletin No. 87-3,
Accounting for Mortgage Servicing Fees and Rights), the sales price should be adjusted, for
purposes of determining gain or toss on the sale, to provide for the recognition of a normal
servicing fee in each subsequent year. The amount of the adjustment is the difference between
the actual sales price and the estimated sales price that would have been obtained If a normal
servicing fee rate had been specified. The consensus of the FASB's Emerging Issues Task Force
(EITF) on Issue No. 88-11, Allocation of Recorded Investment When a Loan or Part of a Loan is
Sold, states that the difference between the normal and stated servicing fees, if any, over the
estimated life of the loan should be calculated using prepayment, default, and interest-rate
assumptions that market participants would use for similar financial instruments, and should be
discounted using an interest rate that a purchaser unrelated to the seller of such a financial
instrument would demand. Therefore, the discount rate should be comparable to the rate on
similar financial instruments (for example, interest-only securities [IOs]) and should reflect the risks
associated with the asset. Prepayment estimates should be based on the prepayment experience
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Purchased Servicing Rights

8.19 Purchased servicing rights should be capitalized and amortized against future service fee
income. When servicing rights are purchased, the amount capitalized represents the buyer's
estimate of the present value of the future net servicing fee revenue stream. The valuation
process involves making assumptions about the expected life of the loans and related outstanding
average principal balances, anticipated delinquencies and foreclosure losses, estimated escrow
balances, and other factors. Since the actual revenue stream will usually differ from that
estimated in valuing the rights purchased, it is extremely important that the recoverability of
purchased servicing rights be evaluated periodically. (See further discussion in chapter 10.)
8.20 FASB Statement No. 65 and FASB Technical Bulletin No. 87-3 provide guidance on
accounting for servicing rights acquired in a purchase of loans. EITF issues No. 85-13, Sale of
Mortgage Service flights on Mortgages Owned by Others, No. 86-38, Implications of Mortgage
Prepayments on Amortization of Servicing flights, No. 86-39, Gains from the Sale of Mortgage
Loans with Servicing flights Retained, and No. 92-10, Loan Acquisitions involving Table Funding
Arrangements, provide further guidance on valuing purchased servicing rights, implications of
prepayments, and the impact on the carrying amount of purchased servicing rights of gains on the
subsequent sale of underlying loans.
Sales of Servicing flights

8.21 Sales of servicing rights relating to loans previously sold may be recognized in income
subject to the considerations discussed below. Sales of servicing rights relating to loans that are
retainod should not be recognized in income at the time of sate. The proceeds from such sates
should be accounted for in a manner similar to loan discounts and accreted into income using the
interest method, with resulting gains and losses recognized as adjustments to the yield of the
related loans.

8.22 In general, three to six months elapse between entry into a contract to sell servicing rights
and actual delivery of the loan portfolio to be serviced. These delays may result from the
purchaser's inability to accept immediate delivery, the seller's inability to immediately transfer the
servicing records and loan files, difficulties in obtaining necessary investor approval, requirements
to give advance notification ofmortgagors, or other planning considerations. Issues relating to the
transfer of risks and rewards between buyers end sellers of servicing rights may be complex. EITF
issue No. 89-5, Sale of Mortgage Loan Servicing flights, indicates that sates of mortgage-servicing
rights should not be recognized before the closing date, that is, when title and all risks and
rewards of ownership have irrevocably passed to the buyer and there are no significant unresolved
contingencies.
8.23 In evaluating whether significant unresolved contingencies exist that would preclude
recognition of a sate of servicing rights when the seller has received cash or an adequate cash
down payment and acceptable notes or other consideration, and when the contractual title and
the risks and rewards of ownership have passed, criteria that should be considered include—
• Whether the seller has received written approval from the investor if required.

• Whether the buyer is a currently approved seller/servicer and is not at risk of losing
approved status.
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distribution, and capital infusion provisions. The terms of these agreements may affect the
institution's investment valuation and, accordingly, should be considered in the investment
evaluation process. Some joint venture agreements specify different ratios for allocating income,
losses, cash distributions, liquidation distributions, and the like between partners. In these
circumstances, accounting by investors for their equity in the venture's earnings under such
agreements requires careful consideration of substance over form and a consideration of the
underlying values. If a specified allocation has no substance (for example, all depreciation is to
be allocated to one partner but all cash distributions, including proceeds from the sale of real
estate, are shared equally by all partners), it should be ignored. The agreement should be analyzed
to determine how changes in net assets of the venture will affect cash payments to investors over
the venture's life and at liquidation. Paragraph 25 of SOP 78-9 provides further guidance on the
allocation of income and equity among parties to a joint venture. Specified profit and loss ratios
should not be used to determine an investor's equity in venture earnings if the allocation of cash
distributions and liquidating distributions
are determined on some other basis.
9.20

The institution should consider if itis appropriate to allocate to other partners losses in

excess of their capital contributions, or whether the institution should record losses in excess of
its own investment, including loans and advances. Items that may affect the institution's decision
are (a) the financial strength of the partners, (b) the type of partners (general versus limited) and
the partners' legal requirement to fund losses, (c) the fair value of the real estate, and (d) the type
of losses being incurred (cash or book). Paragraphs 14 through 20 of SOP 78-9 provide guidance
on investor accounting for losses in such circumstances.

AUDITING
Objectives

9.21 The primary objectives of audit procedures in the real estate investments, real estate
owned, and other foreclosed assets area are to obtain reasonable assurance that—
a. The assets exist and are owned by the institution.
b. The assets are property classified, described, and disclosed in the financial statements.

c. Adequate provisions have been made for impairment, if any, of the assets.
d. Depreciation expense, where applicable, and other revenues and expenses related to real
estate assets are property allocated and reported.

e. Sales of assets, including the recognition of gains and losses, have been recognized.
f. Appropriate disclosures have been made.
Planning

9.22 In planning the audit, the independent accountant should consider the following factors that
may indicate higher inherent risk in this area:

An AcSEC task force has a project under way to revise SOP 78-9. Readers should be alert to any final
statement.
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Chapter 10

OTHER ASSETS

INTRODUCTION
10.1 The following assets are among those frequently grouped as "Other Assets” in depository
institutions' balance sheets; however, any that are individually material should be presented in the
balance sheet as a separate amount:
• Accrued Interest receivable (see chapter 6 for a discussion on securities and chapter
6 for a discussion on loans)
• Premises and equipment
• Other real estate, such as foreclosed assets (see chapter 9 for a discussion on real
estate investments, real estate owned, and other foreclosed assets)

• Identifiable intangible assets, such as core deposit intangibles, purchased mortgage
servicing rights, and purchased credit card relationships

• Goodwill
• Customers' liabilities on acceptances

• Deferred tax assets (which are addressed in chapter 14)
Premises and Equipment

10.2 Premises and equipment consist primarily of land, buildings, furniture, fixtures, equipment,
purchased software, and leasehold Improvements used in depository institution operations. Such
assets may be acquired directly through a special purpose subsidiary. Regulatory authorities
impose certain limitations on the amount of premises and equipment depository institutions
may own.
identifiable intangibles

10.3 Identifiable intangible assets may be acquired individually, as part of a group of assets, or
in a perchase business combination. They include, among others, core deposit intangibles (the
value of long-term deposit relationships), mortgage servicing rights (the value of the right to earn
fees for collecting mortgage principal, interest, and escrow amounts), and credit card customer
lists (the value of long-term credit card relationships).
Goodwill

10.4 Goodwill arises in a business combination accounted for under the purchase method. It
represents the difference between the cost of an acquired company and the sum of the fair values
of the tangible and identifiable intangible assets acquired less the fair value of the liabilities
assumed.
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CDs may be issued in bearer form (payable to the holder) or registered form (payable on to a
specified individual or entity) and may be negotiable or nonnegotiable (always issued in registered
form). Negotiable CDs, for which there is an active secondary market, are generally short-term
and are most commonly sold to corporations, pension funds, and government bodies in large
denominations (generally, $100,000 to $1 million). Nonnegotiable CDs, including savings
certificates, are generally in smaller denominations. Depositors holding nonnegotiable CDs may
recover their funds prior to the stated maturity but must pay a penalty to do so.

11.8 Retirement accounts known as IRAs, Keogh accounts (also known as H.R. 10 plans), or
self-employed-person accounts (SEPs) are generally maintained as CDs. However, because of the
tax benefits for depositors, they typically have longer terms than most CDs. Many retirement
accounts provide for automatic renewal on maturity.

11.8 Open accounts are time deposits with specific maturities and fixed interest rates but, unlike
savings certificates, amounts may be added to them until maturity. Common types of open
accounts are vacation and Christmas dub accounts.
11.10 Brokered deposits are time deposits that are third-party deposits placed by or through the
assistance of a deposit broker. Deposit brokers sometimes sell interests in placed deposits to third
parties. As discussed below, federal law restricts the acceptance and renewal of brokered
deposits by an institution based on its capitalization.
Dormant Accounts

11.11 institutions generally have a policy on classifying accounts as dormant. The required period
of inactivity before savings accounts are classified as dormant normally exceeds that for checking
accounts because savings accounts are normally less active. After a specific period of inactivity,
as determined by the state in which the institution is located, the accounts may no longer be
deposits of the institution and may be required to be returned to (escheat to) the state.
Closed Accounts

11.12 When an account is dosed, the signature card is generally removed from the file of active
accounts and placed in a closed-account section. Generally, Account records are perforated in a
canceling machine and returned to the depositor.
Other Deposit Services

11.13 Institutions often offer other deposit services such as reserve or overdraft checking (which
combine a checking account and a preauthorized personal loan), check guarantee services, and
consolidated account statements (which combine the account information of several services into
one monthly statement).
The Payments Function end Services

11.14 The payments function of a depository institution involves facilitating money payments and
transferring funds. The payments function is accomplished through checks and electronic funds
transfers.

11.15 Check processing. The check clearing process, which is highly automated, involves the
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the seller-borrower may not retain the halts and opportunities of ownership of a security that is
substantially the same as the one sold. The rollover at maturity of a fixed-coupon dollar roll into
a yield-maintenance dollar roll results in a new contract. The fixed-coupon agreement should be
accounted for as the completion of a financing arrangement, and the rollover into a new yieldmaintenance agreement should be accounted for as a sale with gain or loss recognition and a
commitment to purchase securities.
12.35 If the principal amount to the certificate repurchased in a fixed-coupon transaction
(financing) is greater than that of those originally sold, the difference should be recorded in the
investment account as if it were a separate acquisition of additional certificates that have boon
sold, and gains or losses adjusted for the pro rata share of unamortized premium or discount
should be recognized.
12.36 Financial Statement Disclosures. The following should be disclosed in the financial
statements, or in the notes to the financial statements, with respect to repos and reverse repos:

a. Disclosures for the end of the period should include —
• A description of the securities underlying the agreements.
• The market value of the securities underlying the agreements.

• The maturity of the agreements.
• The dollar amount of agreements to repurchase (resell) the same securities.
• The dollar amount of agreements to repurchase (resell) substantially identical
securities.

• Any material concentrations at the end of the period.9 If any material concentrations
exist at the end of the period, disclosure should be made of the institution's control
of the securities underlying the agreements.10 If concentrations at the end of the
period vary from those during the period, consideration should be given to disclosing
this information.
• Repurchase agreements accounted for as sales have off-balance-sheet risk of loss
due to both credit risk and market risk. Seo the discussion of disclosure for offbalance-sheet financial Instruments in chapter 15.

9 Material concentration refers to the dollar amount of assets at risk under agreements outstanding at the report
data with any one counterparty. Assets at risk to defined for seller borrowers as the book value of securities
sold under agreements to repurchase, including accrued interest plus any cash or other assets on deposit to
secure the repurchase obligation, less the amount borrowed against It (adjusted for accrued interest). For
buyer-lenders, assets at risk to defined as the amount of funds advanced plus accrued interest If the securities
underlying the agreements are not in the possession of the buyer-lender or its agent. If in possession, assets
at risk to defined as the amount at funds advanced plus accrued interest less the market value of the underlying
securities if less than cost. Materiality should be considered in relation to ths institution's net worth as wall
as to its operations.

10 Control refers to the ability of the institution to exarctoe legal authority over the securities that serve as the
collateral for the repo in the event of default by the counterparty. The institution has a different loss exposure
If it lacks control over the collateral when it sells securities under repos then when it purchases securities under
a repo. In the former agreement, the counterparty, for its benefit, usually exercises control over the securities
underlying the agreement. The institution has a risk of exposure to the extent that its assets that serve as the
collateral exceed the amount borrowed, including accrued interest.

168

• Setter-borrowers should further disclose —
— The book value, including accrued interest, of the securities underlying the
agreements.
— The weighted-average interest rate of the agreements.
• Buyer-lenders should further disclose the cost of the agreements, including accrued
interest.

b. Disclosures for repos and reverse repos during the period should include —
• The maximum amount of outstanding agreements at any month-end during the
period.
• The average amount of outstanding agreements for the period.
• A statement of whether the securities underlying the agreements were under the
institution's control.

Buyer-Lender's Transactions

12.37 The issues discussed above about whether a repo should be accounted for as a borrowing
or sate of securities also apply to securities purchased under agreements to sell in determining
whether the agreement should be accounted for as an actual purchase of securities. Further
disclosures should be made in the financial statements, or in the notes to the financial statements,
similar to those for securities sold under agreements to repurchase.
Fair Value Disclosures

12.38 FASB Statement No. 107, Disclosures about Fair Value of Financial instruments, requires
disclosures of fair values of all financial instruments for which it is practicable to estimate fair
value. Under FASB Statement No. 107, quoted market prices should be used to estimate fair
values. If quoted market prices are not available, quoted market prices end prevailing interest
rates of financial instruments with similar characteristics should be used to estimate fair value.

AUDITING
Objectives

12.39 The primary objectives of audit procedures applied to federal funds and repo transactions
are to obtain reasonable assurance that —
a. The reported amounts include all federal funds purchased or sold, and that repos and
reverse repos are properly identified, described, and disclosed; include all such
agreements; and are stated at appropriate amounts.
b. Interest expense or income and the related balance sheet accounts are properly
measured and reported in the proper periods.

c. Repos and dollar rolls accounted for as borrowings meet the criteria for financings, that
is, the securities to be repurchased are substantially the same as those sold.
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debt. Accordingly, analytical procedures in this area should generally be considered only as a
supplement to other substantive tests. Further guidance is provided in Statement on Auditing
Standards (SAS) No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec.
329), and SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326).
The independent accountant should be careful not to view trends entirely from a historical
perspective; current environmental and business factors as well as local, regional, and national
trends should be considered to determine if the institution's trend appears reasonable. Following
are some of the analytical review procedures that should be considered.
• Compare interest expense by major category of debt as a percentage of the average
amount of the respective debt outstanding during the year with stated rates on the debt
instruments (yield test).
• Evaluate the reasonableness of balance-sheet accruals and other related balance-sheet
accounts (accrued interest payable, deferred issuance costs, and premiums and
discounts) by comparison to prior year balances.
13.52 Other Procedures. Other audit procedures related to debt and the extinguishment of debt
are as follows:

• Review debt covenants and test whether the institution has complied with such
covenants. Determine whether disclosures are appropriate.

• If the institution has assets from which the cash flows will be used to service a specific
obligation of the institution, test whether the transaction(s) represents the
extinguishment of debt through an in-substance defeasance transaction and whether
it has been properly recorded.
• if there has been an in-substance defeasance of debt, review legal documents, including
trustee agreements, to test that defeasance meets irrevocability requirements; review assets
acquired to extinguish debt and evaluate the cash flows provided by those assets relative
to cash flows required by the defeased debt; and review the computation of the gain or loss
on defeasance, including the calculation of the present value of defeased debt

• Read minutes of meetings of the board of directors to determine whether financing
transactions have been authorized in accordance with the institution's written lending
policies.

• Compare recorded interest expense and accrue interest payable to recorded debt for
completeness of debt liabilities.
• Obtain a detailed supporting schedule of prior-year and current-year account balances.
Agree the prior-year balance to prior-year workpapers and the current-year balance to
the general ledger. Review activity for reasonableness.
• For CMOs and REMICs, consider whether all economic benefits associated with the
collateral have been irrevocably passed to the investor (as defined by FASB Technical
Bulletin No. 85-2). If all economic benefits have been irrevocably passed to the
investor, test whether the transaction has been accounted for as a sale and repurchase.
If it is determined that all economic benefits have not been passed to the investor, test
whether the transaction has been accounted for as a financing.

• For CMOs and REMICs, obtain and review compliance and verification letters prepared
by the trustee's independent accountants. (Such letters are prepared on an annual basis
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limit the risk associated with a decline in interest rates based on a notional amount. If rates fall
below a specified interest-rate level, known as the strike price, the buyer will receive cash
payments from the seller equal to the difference between the market rate and the strike price
multiplied by the notional principal amount. Floors allow floating-rate lenders to limit the risk
associated with a decline in interest rates, while benefiting from an increase in rates. As with
interest-rate caps, the buyer of the floor is exposed to credit risk because the seller could fail to
fulfill its obligations.

15.32 Interest-Rate Collars. A collar combines a purchased cap and a written floor. Interest-rate
collars enable a party with a variable-rate contract to lock into a predetermined interest-rate range.
15.33 Swaptions. A swaption is an option to enter into an interest-rate swap at some future date
or to cancel an existing swap in the future. As such, a swaption may act as a floor or a cap for
an existing swap, or be used as an option to enter into or dose out a swap in the future.
Swaptions are used by issuers of callable debt who have swapped their fixed-interest payments
for the full life of the debt and want to preserve the option of calling the debt early. Swaptions
are also used by depository institutions with loan portfolios subject to prepayment risk. The
principal risk for buyers of swaptions is credit risk.
15.34 Depository institutions acquire or create such financial instruments for five primary reasons:

b. Asset/liability management activities

c. Speculating
d. Market making

e. Risk management service for clients
Hedging

15.35 The objective of hedging is to protect against the risk of adverse price or interest-rate
movements on an institution's assets, liabilities, and anticipated transactions by locking in the
prevailing price at the time the hedge position is established. By definition, a hedge is a defensive
strategy to avoid or reduce risk by creating a relationship whereby losses on certain positions in
a particular market (assets, liabilities, or anticipated transactions) are expected to be
counterbalanced in whole or in part by gains on separate positions in another market. instrument
15.36 The use of various financial instruments to reduce risk resuits in the hedger's assuming
a different set of risks. Effective control end management of risks through hedging requires a
thorough understanding of the market risks associated with the financial instrument that is part

1 The Financial Accounting Standards Board (FASB) has under way a project on disclosures about derivative
financial instruments. The FASB also has a financial instruments project under way that could result in
significant changes in the way futures, forwards, options, swaps, and similar financial instruments are recognized
and measured. Further, a related project to expected to develop a cohesive framework of concepts underlying
hedge accounting. There to a FASB research report. Hedge Accounting: An Exploratory Study of the Underlying
issues, which examines hedging in detail to identify end analyze the accounting issues that stem from those
activities. The FASB staff has also developed a report on tentative conclusions reached by the Board. Readers
should be alert to any final guidance issued as a result of the project
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15.5 In any futures contract, the broker requires both buyer and setter to deposit assets, such
as cash, government securities, or depository institution letters of credit, with the broker. Such
assets represent the initial margin (a good-faith deposit) at the time the contract is initiated. The
brokers mark open positions to market daily, and either make margin calls for additional assets to
be maintained on deposit when losses are experienced or credit customers' accounts when gains
are experienced. This daily margin adjustment is called the variation margin. Variation margin
payments generally must be settled in cash daily. The initial margin is returned by the broker when
the futures position is closed out or delivery of the underlying financial instrument is made under
the terms of the contract.
15.6 Delivery of the commodity or financial instrument underlying futures contracts occurs
infrequently, as contracts are usually settled before maturity. This process involves the
participants entering into a futures transaction that is equal and opposite to a currently held futures
position. This provides the participant with equal and opposite positions and obligations, and
results in no net obligation during the remaining lives of the futures contracts.
Forward Contracts

15.7 Forward contracts are agreements negotiated between two parties to purchase and sell a
specific quantity of a commodity, government security, foreign currency, or other financial
instrument at a price specified at origination of the contract, with delivery and settlement at a
specified future date. Forward contracts are not traded on exchanges and, accordingly, are less
liquid and generally involve more counterparty and credit risk than futures contracts.
15.8 Forward-rate agreements (FRAs), which are widely used by depository institutions in
managing interest-rate risk, are forward contracts in which two parties agree on both a reference
rate (such as rates on treasuries or the London interbank Offered Rate, known as LIBOR) and a
specific rate to be paid on a notional deposit of specified maturity at a specified future date
(settlement date). The term of the notional deposit may begin at a subsequent date; for example,
the contract period may be for six months, commencing in three months. At the settlement date,
the seller of the FRA pays the buyer if interest calculated at the reference rate is higher than the
agreed rate; conversely, the buyer pays the setter if the agreed rate to higher.

15.9 Spot contracts are commonly used foreign currency instruments that call for delivery and
settlement within ten days.

15.10 Options are agreements, either traded on exchanges or over the counter or negotiated
between two parties, allowing, but not requiring, the holder to buy (call) or sell (put) a specific or
standard commodity, or financial or equity instrument, at a specified price during a specified time
period. Furthermore, certain options may be settled in cash based on specified indices, such as
stock indices. The principal difference between options and futures and forward contracts to that
exercise of an option by the holder to not required, whereas performance under a futures or
forward contract to mandatory. The purchaser of an option contract to referred to as the holder,
whereas the seller of an option contract to referred to as the writer. The holder has the right to
exercise the option against the option writer. The writer must fulfill the obligation of the option
contract should the holder choose to exercise the option.
15.11 At the time of the option contract, the purchaser pays a fee, celled a premium, to the seller
Generally,
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of the hedging program. Certain of these risks are summarized below.

15.37 Basis risk is the major risk encountered with most hedging instruments. Basis is the
difference between the cash-market price of the financial instrument underlying the hedging
instrument and the price of the related hedging instrument. Changes in basis occur continually and
may be significant. Changes in basis occur even if the instrument underlying the hedging
instrument is the same as the cash-market instrument being hedged. However, institutions often
enter into a hedging contract, such as a futures contract, on an instrument that is not the same
as the cash-market instrument being hedged. Such cross-hedging increases the basis risk.
15.38 As cash-market prices change in response to price changes, the prices of related hedging
contracts change, but not necessarily to the same degree. The degree to which hedging contract
prices reflect the price movement in the cash market is referred to as correla
tion. The higher the
correlation between cash market prices and market price changes of the hedging instruments, the
more precisely the hedging transaction acts as a substitute for the cash transaction. Basis risk
is the risk that the basis will change during the time the hedging contract is open, that is, the risk
that the price correlation will not be perfect.
15.39 When the basis changes, gains or losses on the hedge position will not offset exactly the
exposed cash-market position. The institution would enter into a hedge when (a) it is perceived
that the risk of a change in basis is lower than the risk associated with the cash-market price
exposure or (b) there is the ability to monitor basis and to adjust the hedge position in response
to basis changes.
15.40 Basis changes in response to many factors. Among them are economic conditions, supply
and demand for the cash instrument, liquidity of the cash and futures markets for the instrument,
the credit rating of the cash instrument, and the maturity of the instrument being hedged relative
to the instrument represented in the hedging contract. A discussion of how these factors affect
basis is beyond the scope of this guide. However, one significant contributor to a change in the
basis over time — convergence - warrants mentioning.

15.41 Convergence is the shrinking of the basis between the hedging instrument and cash-market
prices as the contract delivery date approaches. The hedging instrument's price includes an
element related to the time value up to the expiration of the contract. Convergence results from
the delivery feature of hedging contracts that encourages the price of an expiring contract to equal
the price of the deliverable cash-market instrument on the day that the contract expires. As the
delivery day approaches, prices generally fluctuate less and less from cash-market prices because
the effect of expectations related to time is diminishing.

15.42 The correlation factor represents the potential effectiveness of hedging a cash-market
instrument with a contract where the deliverable financial instrument differs from the cash-market
instrument. The correlation factor generally is determined by regression analysis or some other
method of technical analysis of market behavior. When a high degree of positive correlation has
historically existed between the hedging instrument price and the cash-market price of the
instrument being hedged, the risk of price variance associated with a cross-hedge is expected to
be lower than the risk of not being hedged. The correlation factor usually is employed to analyze
cross-hedging risk at the inception of the hedge, while actual changes in the relative values of the
hedge instrument and hedged item usually are employed throughout the hedge period to measure
correlation.
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Use of Instruments in Asset/Liability Management Activities

15.43 Some depository institutions use financial instruments to manage their overall exposure to
interest-rate risk and to create synthetic instruments in their asset/liability management activities
to change the interest income and expense flows of certain assets or liabilities. Synthetic
instruments are created by using two or more separate financial instruments that are collectively
expected to behave like some other financial instrument For example, entering into an interest
rate swap in conjunction with floating-rate debt converts the cash flow pattern end market risk
profile to fixed-rate debt

Speculating
16.44 The objective of speculating is to maximize trading profits by entering into an exposed
position, that is, to assume risk in exchange for the opportunity to profit on anticipated market
movements. A speculator believes that the cash-market price of an underlying commodity or
financial instrument will change so that the exposed position can be closed out in the future at a
profit

Market Making
16.45 Some large depository institutions act as market makers or dealers in forwards, options,
and swaps, which as not traded on exchanges. As a dealer, the institution's primary goal is to
make a market and earn income on the difference between the bid and offer prices. Because of
the volume of transactions, individual exposures often offset each other. By its nature, markatmaking activity is neither a speculating nor a hedging activity. An institution's net exposure from
market making may be considered as part of its aggregate exposure analysis. However, the
financial instruments used for such activities are generally included wit
h trading account assets.

REGULATORY MATTERS
15.46 Chapter 5 discusses the regulatory mattars affecting the permissibility of certain
investments.

15.47 Thrifts regulated by the Office of Thrift Supervision (OTS) are permitted to follow generally
accepted accounting principles (GAAP) as established in FASB Statement of Financial Accounting
Standards No. 80, Accounting for Futures Contracts, in OTS Thrift Financial Reports, but the other
agencies do not generally permit deferral (in Federal Financial institutions Examination Council
[FFIEC] Consolidated Reports of Condition and Income) of losses on futures and forward or
standby contracts other then for futures end forward contracts used in mortgage banking
operations.

ACCOUNTING AND FINANCIAL REPORTING

15.48 The accounting for the financial instruments discussed in this chapter is generally based
on (a) the business purpose of the instruments, (b) whether the financial instruments meet the
criteria for hedge accounting, and (c) whether the items hedged are, or will be, carried at market
value. Currently, there is only limited authoritative accounting literature that addresses hedge
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accounting.2 The FASB's Emerging Issues Task Force (EITF) has dealt with a variety of issues
related to certain of these instruments, but not on a comprehensive basis. Where the accounting
for futures and forward contracts is fairly consistent and well defined, the accounting for options
and swaps is more contentious and to continuing to evolve.
15.49 The general rules for accounting for such financial instruments follow:

a. Funds deposited as margin should be reported as initial deposits, generally as other
assets or liabilities. The payment or receipt of premiums should be reported as assets
or liabilities. The gross amount of the securities deliverable under the contracts
generally should not be reported in the balance sheet
b. The financial instruments are marked to market with the resulting unrealized gains or
losses recognized in earnings currently when —
• The instrument to used for speculative purposes or for market making (in which case,
the instrument should be included in the institution's trading account and the realized
and unrealized gains or losses recognized as part of trading revenue).
The instrument represents a hedge of asset positions, contemplated asset positions,
or short positions, all of which are, or will be, carried at market value.

• The instrument to designated as a hedge but criteria for hedge accounting are
not met.

c. Accrual accounting to used if hedging criteria are mat Specified criteria are not defined
for all financial instruments but risk protection, designation, and effectiveness are
common criteria. The objective of accounting for hedging activities to to achieve
symmetrical accounting between the hedging instrument and the hedged item (gains
and losses either are reported currently or are deferred for both the hedging instrument
and the hedged item, but the treatment to symmetrical for both components). However,
there are numerous hedge accounting issues that have not been resolved in the
accounting literature.3
15.50 Amounts related to these instruments that are recognized on the balance sheet may be
offset against each other only if a legal right of offset exists. FASB interpretation No. 39,
Offsetting of Amounts Related to Certain Contracts, defines the right of setoff and specifies what
conditions must be met to have that right. It also addresses the applicability of that general
principle to forward, interest-rate swap, currency swap, and option contracts, and clarifies the
circumstances in which h to appropriate to offset amounts recognized for those contracts in the
balance sheet

15.51 These general rules apply to all of the financial instruments discussed below. The dis
cussion of each specific instrument highlights any accounting pronouncements related to
that instrument

2 See footnote 1 in this chapter.

3 Some institutions use accrual accounting for certain interest-rate swaps or forward rate agreements used in
asset/liability managamant activities. The FASB is currently studying related issues (see footnote 1 in this
chapter).
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hedge is sold or terminated, any gain or loss on the termination must be deferred and recognized
when the offsetting gain or loss is recognized on the hedged transaction. In a manner similar to
hedge accounting for futures contracts, if an interest-bearing asset or liability is hedged, the gain
or loss on termination of the swap is typically amortized as an adjustment of the yield over the
remaining term of the asset or liability.
15.68 The EITF reached a consensus in Issue No. 88-8, Mortgage Swaps. that the notional
amount of the MBS and related notional debt in a mortgage swap should not be recognized on the
balance sheet at the inception of the transaction. The EITF reached a consensus that hedge
accounting would be appropriate if the hedge criteria under existing GAAP are met. However, it
is considered difficult to demonstrate that the hedge accounting criteria could be met (for example,
high correlation) for the many mortgage-swap transactions, particularly those intended to hedge
interest-only securities (IOs) and MBSs. Mortgage swops that do not qualify for hedge accounting
should be marked to market, or lower of cost or market, whichever method is consistent with the
institution's accounting for similar investments. The Securities and Exchange Commission (SEC)
staff has stated that hedges involving mortgage swaps and IOs may require active management.
The SEC staff believes that both the value of the mortgage swaps and the investments in those
IOs should be classified and accounted for in the trading account
Other Financial Instruments

15.69 Caps, floors, collars, and swaptions are essentially the same as options and are therefore
typically accounted for in similar ways. Those entered into for speculative purposes should be
marked to market. Premiums paid for caps, floors, coliars, and swaptions that qualify as hedges
are generally analogous to insurance premiums and usually should be charged to expense over the
term of the agreement. Premiums received for writing caps, floors, and collars are analogous to
premiums received on writing options. Like written options, caps, floors, collars, and swaptions
generally do not qualify as hedges.
Financial Statement Presentation and Disclosure

15.70 FASB Statement No. 80 requires the following disclosures in the notes to the financial
statements for futures contracts that have been accounted for as hedges:
a. The nature of the assets, liabilities, firm commitments, or anticipated transactions that
are hedged with futures contracts
b. The method of accounting for futures contracts, including a description of the events
or transactions that result in income recognition of the changes in value of the futures
contracts

15.71 In addition, for financial instruments with off-balance-sheet risk, FASBStatement No. 105,
Disclosure of information about Financial Instruments with Off-Balance-Sheet Risk and Financial
Instruments with Concentrations of Credit Risk, requires certain disclosures by class of off-

balance-sheet financial instruments, including futures, options, interest-rate swaps, caps, floors,
and collars. In the following list, items (a) and (b) are disclosed for financial instruments with offbalance-sheet market or credit risk, and items (c) and (d) are disclosed for financial instruments
with off-balance-sheet credit risk.

a. The face or contract amount (or notional principal amount if there is no face or contract
amount)
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EXHIBIT I

JPMorgan

David H. Sidwell

November 16,1994

Senior Vice President
and Controller

Morzan Guaranty
Trust Company of
New York

60 Wall Street
New York NY
10260-0060

Mr. Al Goll
Technical Manager
Accounting Standards Division, File 4340.SG
AICPA
1211 Avenue ofthe Americas
New York, New York 10036-8775

Tel: 212 648-9095

Re: Proposed Audit and Accounting Guide. "Audits of Brokers and Dealers in Securities"

Dear Mr. Goll:
We appreciate the opportunity to offer our views on the above-mentioned Audit and Accounting
Guide (the Guide), which would supersede the 1985 Broker-Dealer Audit Guide. Overall, we
believe that the Guide meets the AICPA's objective of
accounting practitioners and
auditors in preparing and auditing
financial statements of broker-dealers. This letter sets
forth our general comments on the Guide.

Paragraphs 7.17 through 7.19 of the Guide indicate that combined financial instruments, which
are created from components of an arbitrage trading strategy, may be recorded based on the
overall effect of the transactions rather than as separate instruments. The illustration indicates
that "a combined financial instrument created by selling short a government security and
borrowing the security under a reverse repurchase agreement with a term approaching the
maturity of the underlying government security would create contractual cash flows that may
measure the value of the combined financial instrument." The proposed guidance states," it
may be more appropriate to reflect the ultimate cash flow gain or loss on an amortized basis
over the term of the combined financial instrument instead of valuing the government security at
market and the repurchase agreement at cost." We suggest that the guidance on amortization be
clarified to indicate that the method of revenue recognition be consistent with the economics of
the transaction and reflect management's intent to hold the combined financial instruments. In

the event that the transaction is unwound before maturity, any unamortized balance or excess
gain or loss should be adjusted in the current period. We also recommend that the example
provided in the Guide be revised to reflect an arbitrage transaction, as defined in the glossary.
With respect to the discussion of trade date versus settlement date accounting in paragraphs
7.20 through 7.30, we note that the proposed guidance to record delayed delivery transactions
off-balance sheet until settlement reflects a change in accounting from the 1985 Broker-Dealer
Audit Guide. At the present time, there is diversity in industry practice regarding the
accounting for delayed delivery transactions, particularly among banks with broker-dealer
subsidiaries. Accordingly, we believe that changing the current accounting guidance to
settlement date accounting is not warranted at this time. We believe this issue should be
deliberated by the FASB where due process, including determination of the impact and

JPMorgan

Mr. Al Goll, AICPA
November 16,1994 - Page 2

implications of changing this accounting, can be accomplished prior to implementation and an
appropriate effective date could be established.
Additional suggestions on the Guide axe outlined in the Attachment As requested, we have
referenced our remarks to the related paragraph numbers. For your convenience, our
recommendations for modification to the existing text have been underscored. We would be
pleased to discuss any of the items in greater detail if you have any questions or comments.

Sincerely,

Attachment

JPMorgan

Chatter 1
Paragraph 138 - The second sentence should be expanded thread, "Members of an exchange
are required to execute buy and sell orders in listed securitiesthat are not Rule 19c-3 eligible
through that exchange during Exchange hours. Rule 19c-8 includes those equity securities that
were listed and registered on an Exchange on or after April 26.1979."
Paragraph 130 - The penultimate sentence should read "In the United States equity and
corporate markets, settlement generally occurs five business days after trade date." This change
is suggested because the government market represents a significant portion of the U.S.
securities market and settles the next day.

Paragraph 135 - The Pacific Securities Depository Trust Company no longer exists. The
Mortgage-Backed Securities Corporation (MBSCC) maintains open TBA commitments for
members. Net settlement is done on a book entry basis at PTC or at the Fed through the
broker-dealer's clearing bank. Both MBSCC and PTC are owned by their participants.
Paragraph 1.43 - The third sentence should state that "most broker-dealers registered with the
SEC are required to be members of SIPC. As the sentence currently reads an auditor may infer
that this membership is voluntary.

Chapter 2
Paragraph 23 - In the last sentence, "continuous net settlement (CNS)" should be changed to
"National Securities Clearing Corporation (NSCC)," which is the entity that uses the CNS
process.
Paragraph 2.10 - The examples of short positions should include "a custody account at a
bank." one of the more common locations.

Paragraph 2.13 - The fourth sentence states that Rule 17a-3 requires broker-dealers to
maintain memorandums for every purchase and sale of securities for its own account This
should be expanded to include customers of the broker-dealer as well. The last sentence in this
paragraph should read "prescribed periods" since there are different retention periods for
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Paragraph 232 - The second sentence should read, "The periods of seven business days and
thirty-five calendar days may be extended for one or more limited periods by applying to fog
broker-dealer's examining authority." (not as it states "a national securities exchange or to the
NASD"). This change is suggested because the New York Stock Exchange recently adopted
Rule 434, which requires that a member firm apply only to the Exchange for extension. In
addition, as the term "designated examining authority" is used in several places in the guide, it
should be defined in the glossary.
Paragraph 233 - As the expenses associated with an underwriting are generally not deferred,
the second sentence
should be modified to state that they are "accumulated in the general ledger
in separate liability accounts"

Paragraph 2.92 - The term "CNS" should be replaced with "net settlement" in both instances
where it is used in this paragraph. The Government Securities Clearing Corporation is owned
by its participants and is affiliated with National Securities Clearing Corporation. Participating
government securities dealers use a net settlement system for the clearance and settlement of
government securities. The process is not the continuous net settlement used far equities where
foils are recycled.
Paragraph 2.93 - In the second sentence, "cash settlements” should be replaced with
"executions” since settlements take place later in the day.

Paragraph 2.106 - An additional bullet point should discuss the fact that SEC Rule 15c3-1 and
Rule 15c3-3 include special provisions to treat aged foreign foils differently from domestic foils
with respect to net capital charges and buy ins.
Paragraph 2.142 - The third sentence should read, "The borrowing broker-dealer is required to
deposit cash or other collateral, which may be in the form of securities issued or guaranteed by
the U.S. or its agencies certain certificates of depart or banker's acceptances or irrevocable
letters of credit." As currently worded the sentence includes the entire universe of fixed income
securities, some of which cannot be pledged under Federal Reserve Board Regulation T.
Regulation T also requires that letters of credit be "irrevocable."
Paragraph 2.149 - The parenthetical in the first sentence should read "reverse repos or

Paragraph 2.158 - The second sentence should read, "other means such as electronic files (for
example, image processing) have been approved by the SEC as an alternative method of
preserving a firm's records, provided certain criteria are met."
Paragraph 2.160 - The following sentence should be added to the end of the paragraph. "The
rule also requires notification if certain minimum net capital requirements are not met."
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Paragraph 2.163 - Form 1042-S, which identifies a foreign person's U.S. source income
subject to withholding, and the consolidated Form 1042, should be included in the list of
information notices that a broker-dealer is required to file with the Internal Revenue Service for
certain customer transactions.
Paragraph X164 - Additional detail regarding withholding tax documentation should be
provided, e.g., Form W-8 (certificate of foreign status); Form W-9 (the request for taxpayer
identification number and certification); Form 1001 (ownership, exemption, or reduced rate
certificate); Form 4224 (exemption from withholding of tax on income effectively connected
with the conduct of a trade or business in the U.S.); and Form 8709 (exemption from
withholding on investment income of foreign governments and international organizations).

Chapter 3

Paragraph 3.2 - Rule 15a-6, Exemption of Certain Foreign Brokers or Dealers, should be
added to the list of primary rales, with the increase in international business.
Paragraph 3.16 - The word "entire" is misleading because there are possession or control
requirements for partially paid securities as well.

Paragraph 3.47 - The statement should be modified to reflect changes in the capital rale
regarding withdrawals, and should read "percentage requirements also restrict the withdrawal of
equity capital, the repayment of subordinated obligations and the making of any unsecured
advance or loan to a stockholder, partner, sole proprietor, employee or affiliate,"
Paragraph 332 - This section is repeated from Section 2.161. However, it seems more
appropriate to include it here with only a brief summary in Section 2.161.

Paragraph 3.53 - Consider adding the following sentence to the end of the paragraph. "All
locations for a particular security must be verified as of the same date."

Paragraph 3.67 - The first line should clarify that the information is to be provided for each
material associated person (MAP). It should also note that for MAP's who are subject to the
supervision of a federal banking agency, or who are insurance companies, special exemptions
exist regarding the information to be filed. In these cases, the broker-dealer is allowed to satisfy
the filing requirements by submitting certain reports filed by the MAP with its federal bank
regulator if it is a bank, or the state insurance regulator if an insurance company.
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Chapter 4
Paragraph 4.24 - The use of the word "may" in the second sentence is misleading. "Any
material balances included in this category should be shown separately as due from or due to
correspondent brokers."
Paragraph 4.46 - The third sentence should be clarified with the addition of the following
sentence. "However, securities that have been sold to a DVP customer or to another broker
dealer, which have not yet been paid for, can be pledged as collateral for a firm bank loan.
Non-customer bank loans are typically used to finance positions of a broker-dealer
correspondent or an affiliate."

Paragraph 432 - The second bullet point contains a typographical error.

Chapter 5

Paragraph 531 - Consider the addition ofthe following analytical procedure. "Compare sales
credits on OTC trades to OTC trading volume."
Paragraph 5.111 - At the end of the paragraph, consider adding, "Auditors should also ensure
that receivables are not netted against payables, and that all credits (payables) are classified as
abandoned property and escheated after prescribed periods."
Paragraph 5.123 - After "SEC Rub 15c3-3" add the reference "for Possession or Control of
Securities."
Auditing Considerations Matrix:

Under Rub 15c3-3, subsection 1, consider adding, "this will include aging of certain positions
such as transfers and borrows." The second sub-test under the first bullet should read,
"recompute the amount"
Consider replacing the second sentence in the third bullet with "select new or existing deficits
and determine their cause."
Under Rub 17a-13, consider adding the following sentence to the second bullet "Any security
position which is in a good control location, is part of the confinnation process and has gone
unconfirmed for 30 days should be moved from a good control location to suspense."
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Chapter 7

Paragraph 739 - The parenthetical should read, "sometimes referred to as a bridge loan."

Widmer Roel & Co., Ltd.
Certified Public Accountants
317 South University Drive
Fargo, North Dakota 58103
Telephone (701) 237-6022
Fax (701) 280-1495

Harris W. Widmer
Robert J. Roel
Charles E. Nord
Stan N. Sandvik
Terrence P. Delaney

November 28, 1994

Mr. Jarnos F. Green
Federal Government Division
File B-l-500
AICPA
1455 Pennsylvania Avenue NW
Washington, DC 20004-1081

Dear Mr. Green:
Below are comments regarding specific issues on the exposure draft
for the proposed audit and accounting guide for banks and savings
institutions.
Issue 1: Scope
The scope of the guide with respect to nonfederally insured
institutions is appropriate, specifically the lending area, based on
my experience in auditing agricultural credit companies, a
nonfederally insured institution.
Issue 2: Income Recognition
Financial accounting standard 118 may address.

Issue 3: Derivative Financial Instruments
Suggested disclosures appear appropriate.
Issue 4: Loan Accounting
Loan accounting appears appropriate.

Issue 5: Miscellaneous Disclosures
Disclosure requirements are appropriate.
Issue 6: Trust Services and Activities
Scope on trust services and activities appear appropriate.

Issue 7: Disclosures about Regulatory Matters
The disclosures appear appropriate with the exception of the
schedules of amounts in the suggested disclosure in paragraph 2.53.
This may be a case of to much information presented. Discretionary
action by the regulators is different from bank to bank and region
to region, depending on the circumstances which may have caused
capital shortages. For this reason I wouldn't want to speculate on
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any further "discretionary action" or suggest that any may occur.
The disclosure also suggests a description of effects or
restrictions on the institution if under capitalized, which would
require the auditor to audit the future. Another concern I have is
the marketing advantage such information could provide a competing
bank.
I am responding as a practitioner in the financial institution
industry and the chairman of the North Dakota Audit and Accounting
Committee.

Sincerely yours,

Terrence P. Delaney, CPA
TPD:tm
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509 West Weber Avenue
P.O. Box 411
Stockton. CA 95201-3011
209546-8000

FAX 209 462-3661

November 30,1994

Mr. James F. Green
Federal Government Division, File B-l-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, N.W.
Washington, DC 20004-1081

Grant Thornton
Accountants end

Management Consultants
The U.S. Member Firm of
Grant Thornton International

Dear Mr. Green:

Grant Thornton is pleased to offer comments on the Proposed Audit and Accounting Guide, Banks
and Savings Institutions (the Guide) prepared by die Banking and Savings Committees of die
American Institute of Certified Public Accountants. We generally support the Guide and believe
that it provides usefill guidance particularly through its focus on the operational aspects of the
industry and its harmonization of the accounting and auditing requirements of the various
depository institutions. We provide comments on several “Specific Issues For Comment"
requested in the Exposure Draft and others.
Disclosures About Regulatory Matters

The Exposure Draft would require disclosure of required and actual ratios and amounts of Tier 1
leverage, Tier 1 risk-based, and total risk-based capital and (for savings institutions) tangible
capital. We agree that noncompliance with regulatory capital requirements could materially affect
the economic resources of a bank or savings institution and claims to those resources. We do not
believe that the interests of the users of financial statements are better served by disclosing the
required and actual ratios and amounts of capital. We believe that it is sufficient to disclose the
existence of minimum requirements and compliance or noncompliance with capital requirements.
There are a variety of circumstances that might require an entity to disclose compliance with
contractual terms or regulatory restrictions. For example, the existence of significant loan
covenants and compliance therewith are standard disclosures for many entities; however,
accounting principles do not require disclosure of actual ratios or covenants.
There is a cost/benefit aspect that must be considered prior to requiring actual ratios and amounts
of capital to be audited. Although it is impossible to accurately quantify the additional costs of
providing such disclosures, we intuitively believe that the scope of an auditors work must increase
to enable the auditor to attest to the reasonableness of such disclosures. We cannot see the benefits
related to such an increase, regardless of the magnitude.
We agree that when an institution does not meet (or is expected to fall below during the next year)
its capital minimums the disclosures required by Paragraph 2.49 are appropriate.
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We do not agree that the disclosures required in Paragraphs 2.48 through 2.50 should be presented
for holding companies and significant subsidiaries. This will become very tedious for many
institutions and such detailed information is not critical. Again, we suggest disclosure that the
consolidated entity complies with all required capital requirements. Additional disclosures should
be mandatory only in the event of noncompliance.
Income Recognition For Impaired Loans

We suggest Paragraph 6.46 include the addition of “as amended by FASB Statement No. 118" in
the second sentence. We further suggest that Footnote 4 be expanded to include the methods of
income recognition allowed by FASB Statement No. 118. With these slight modifications, we
believe the guidance is sufficient. Users of the Guide can refer to the appropriate literature for a
more detailed description of income recognition for impaired loans.
Scope

We believe that it is appropriate for this guide to apply to all banks and savings institutions
regardless of their charter. The differences between such institutions are insignificant and therefore
the financial statements should be identical. Although we understand the impediments at this time,
we believe that the Guide should include all depository institutions.
Derivative Financial Instruments

We believe the overview provided in Chapter 15 is very good. The discussion of the various types
of instruments commonly found in all sizes of financial institutions will provide much needed
guidance in understanding them. The Chapter also provides references to other sources of
information which we believe will prove usefill in practice. We suggest that FASB Statement No.
119 be incorporated into the discussion in Paragraphs 15.70 through 15.74 since it has been issued
and directly relates to derivative financial instruments. This statement will also modify somewhat
the disclosures suggested in Chapter 15 depending on the acquiring institution’s purpose for
holding derivative financial instruments.
We also suggest that Paragraph 15.83 include a statement to the effect that some practitioners may
need to consider employing a specialist to assist in determining correlation for hedging activities
and designing an effective audit strategy for derivative financial instruments.

In summary, Chapter 15 will undoubtedly need to be revised as generally accepted accounting
principles evolve. We believe the Chapter, as drafted, contains useful, if not crucial, information
that will prove usefill to practitioners. It provides a good summary of common instruments without
attempting to identify all derivative products on the market Therefore, the Chapter will not be
outdated until such time as new accounting pronouncements are issued.
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Investments in Debt and Equity Securities

Many institutions acquire and hold securities in book-entry form which creates an aspect of credit
risk that practitioners do not always consider. Although Chapter 5 (Paragraphs 5.88 through
5.109) contains suggestions for audit planning, internal control testing, and substantive testing, the
issue of book-entry system is not explicitly discussed. We suggest a minimal discussion of how
securities are typically held in book-entry form and that the auditor should consider the credit risks
that this poses to the institution particularly when the entity holding the security is unregulated.
We believe that in certain circumstances where significant investment securities are held in book
entry form, it is appropriate to request the entity holding the security in book-entry form to provide
a letter from its independent auditor stating that internal controls in this area were evaluated and
tested effective.
Deposits

We suggest that Paragraph 11.43 be expanded to provide additional guidance regarding the use of
confirmations in auditing deposit liabilities. Negative confirmations are the primary audit
procedure for testing the existence, valuation and completeness assertions. Positive confirmations
are not a viable alternative because there are no effective alternative procedures that can be applied
in the event of non replies. Furthermore, SAS 67 mandates that negative confirmations can only be
used when the combined assessed level of inherent and control risk is low and there is no reason to
believe that recipients will not consider the request. For these reasons, we suggest that this
paragraph be expanded to provide examples of “...other substantive procedures that can be used to
supplement the use of confirmations...”, how to achieve a combined assessed level of low inherent
and control risk, and how to properly utilize positive confirmations if a low risk assessment is not
possible including appropriate alternative procedures.

We appreciate this opportunity to comment on the exposure draft. Representatives of our firm will
be pleased to discuss these comments further with you or representatives of the committees.

Sincerely,

M. Scott Reed
Chairman
National Financial Institutions Committee

Barnett
BanK

Barnett Banks, Inc.

50 North Laura Street
Jacksonville, Florida 32202-0789
904/791-7115

Patrick J. McCann
Controller
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Mr. James F. Green
Federal Government Division
File B-l-500
AICPA
1455 Pennsylvania Avenue, NW
Washington DC 20004-1081
Exposure Draft
Proposed Audit and Accounting Guide
Banks and Savings Institutions

Dear Mr. Green,

We appreciate the opportunity to comment on the Proposed Audit and Accounting
Guide for Banks and Savings Institutions. Barnett Banks, Inc., with $39
billion in assets, is the leading financial institution in Florida and the
22nd-largest in the U.S.

In general, we find the Proposed Guide to be a comprehensive and concise
overview of current industry practice. As discussed below under Issue 7, we
strongly disagree with the proposed disclosures about regulatory matters.
Because regulatory financial reports are not audited and certain capital
calculations involve complex risk-weighting criteria, the cost of providing
audited disclosures would far exceed the benefit of disclosure.

The following is provided in response to specific issues:
Issue 1.

Scope

We believe that the proposed scope of the guide is appropriate with respect to
nonfedferally insured institutions.

Issue 2.

Income Recognition for Impaired Loans

In view of the issuance of Statement of Financial Accounting Standards No.118,
Accounting by Creditors for Impairment of a Loan—Income Recognition and
Disclosure, the Guide should address income recognition in a manner consistent
with current regulatory guidelines.

Issue 3.

Derivative Financial Instruments

We believe that the disclosures contemplated in paragraph 15.74 should be
changed to reflect the issuance of Statement of Financial Accounting Standards
No.119, Disclosure about Derivative Financial Instruments and Fair Value of
Financial Instruments. There are no other matters about derivatives that
should be addressed by the Guide.
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Issue 4.

Loan Accounting

We believe that the reference in paragraph 6.44 to "loans that management has
the intent and ability to hold for the forseeable future or until maturity or
payoff" does not reflect industry practice and should be eliminated. Loans
are accounted for at historical cost until such time as they are held for
sale, at which time they are accounted for at lower of cost or market. The
stated objective of the guide is to document industry practice in the absence
of authoritative literature. We believe that this language introduces a new
accounting standard and should be eliminated.

Issue 5.

Miscellaneous Disclosures

We agree that
are no longer
of the amount
securities is

the Federal Home Loan Bank disclosures and deposit disclosures
considered useful or meaningful. Disclosure in paragraph 14.37
of tax effect related to realized gains and losses on sales of
appropriate.

We believe that the disclosures included in Chapter 12 relating to repurchase
and reverse repurchase agreements are excessive relative to the amount of risk
involved. These disclosures represent reporting for banks not currently
required, adding cost and complexity to financial reporting with little
additional benefit. Similar disclosures are not required by the Audit Guide
for Brokers and Dealers.
Issue 6.

Trust Services and Activities

The scope of guidance related to trust services and activities should be
expanded. Additional guidance should be provided on accounting practices and
auditing procedures for revenue recognition. Revenue recognition typically
has the most significance on the financial statements of the depository
institution, and practice may be diverse.
Paragraph 17.9 should be expanded to include additional guidance on
proprietary mutual funds, including their impact on the institution,
associated risks and revenues and monitoring of third-party contracts.
is a significant expanding activity for many institutions.

Issue 7.

This

Disclosures about Regulatory Matters

We believe that the proposed requirements of paragraphs 2.48 through 2.51 for
audited financial statement disclosures of regulatory capital are not
appropriate. Because regulatory financial reports are not audited and certain
capital calculations involve complex risk-weighting criteria, the cost of
providing audited disclosures would far exceed the benefit of disclosure. As
stated in its preface, the guide is intended to describe current authoritative
literature or practice. This disclosure requirement would have the effect of
promulgating new generally accepted accounting principles for banks.

We disagree with the requirement in paragraph 2.51 that the proposed
disclosures be presented for holding companies and all significant
subsidiaries. Disclosure of capital matters of significant subsidiaries would
not provide additional meaningful information. For example, using the
Securities and Exchange Commission definition of 10% of identifiable assets or
operating profits, only one of Barnett’s 31 banking subsidiaries would meet
the definition of significant subsidiary, with assets of $4.9 billion.
Disclosures related to a single subsidiary may not be meaningful to the
organization as a whole. In addition, the audit of information related to the
subsidiary would in many cases require a major change in audit scope and add
material costs to the audit.
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At a minimum, we believe that institutions classified as adequately
capitalized under the regulatory framework for prompt corrective action should
be permitted to provide fewer disclosures based on their capital status. It
is sufficient that disclosures would become required when an institution has
experienced a declining trend in capital or was issued a regulatory directive
that changed its designation to undercapitalized.

The auditing guidance provided in paragraphs 2.98 through 2.110 appears
appropriate, and the background information on related regulatory accounting
practices seems adequate.
If the proposed disclosures remain in place, the Guide should provide a
definition of significant subsidiary.

Please feel free to contact me at the above address if you need additional
information.
Thanks very much,

Patrick J. McCann

BankAmerica

Paul R. Ogorzelec

December 1, 1994

Executive Vice President

Mr. James F. Green
Federal Government Division
File B-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue NW
Washington, DC 20004-1081

Proposed Audit and Accounting Guide
"Banks and Savings Institutions"

Dear Mr. Green:

BankAmerica Corporation appreciates the opportunity to comment on the Exposure Draft of
the Proposed Audit and Accounting Guide, Banks and Savings Institutions (the Guide). As
the parent of a number of financial institutions, BankAmerica is interested in this document.

In general, the American Institute of Certified Public Accountants (AICPA) has done an
outstanding job of developing the Guide. We found it very well-organized and easy to use.
In particular, we found the segregation of individual chapters into four specific sections (i.e.,
Introduction, Regulatory Matters, Accounting and Financial Reporting, Auditing) very useful.
We understand one of the AICPA’s objectives was to highlight significant matters and
establish a comprehensive source of general guidance. Overall, we believe the AICPA has
accomplished this objective.

Our only significant dissatisfaction with the Guide is the new requirement that would require
disclosures about certain regulatory matters as an audited footnote to an institution's
financial statements. We strongly object to this proposed disclosure, primarily for cost and
benefit reasons, which are fully discussed under Issue 7 in Attachment I of this letter.

We would also like to make an observation and a recommendation. While we support the
extensive amount of information contained in the Guide, we are concerned that it will be
extremely difficult to maintain it in an up-to-date and useable form. To illustrate, we
understand the Guide is presently updated through approximately the end of 1993.
However, even though less than one year has passed since that time, the Guide is already
significantly outdated in at least two important areas: accounting for loan impairment and
derivatives disclosures.

BA Corporation
799 Market Street San Francisco, CA 94103
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Accordingly, we believe it is important for the AICPA to understand and commit to the level
of involvement that will be required to keep the Guide up-to-date. To facilitate this, we
suggest the AICPA should once again consider issuing the Guide in a loose-leaf form. We
understand that the AICPA is also considering issuing an annual update to the Guide,
which would also be effective if issued timely.

Attachment I of this letter provides our responses to those issues on which the AICPA
specifically requested comment, and Attachment II to this letter provides our detailed
comments on the Guide.
Please contact me at (415) 624-1009, or Julie Chan at (415) 624-0430, if you have any
questions or if you would like to discuss any of our comments.

Sincerely,

Paul R. Ogorzelec

Executive Vice President

cc:

Mr. Lewis W. Coleman
Vice Chairman of the Board and
Chief Financial Officer
BankAmerica Corporation
555 California Street, 40th Floor
San Francisco, CA 94104

Mr. Thomas W. Taylor
Partner
Ernst & Young LLP
555 California Street, Suite 1700
San Francisco, CA 94104

Mr. James H. Williams
Executive Vice President
BankAmerica Corporation
799 Market Street, 8th Floor
San Francisco, CA 94103

BANKAMERICA CORPORATION

Attachment l-Responses to Issues
Proposed Audit and Accounting Guide
Banks and Savings Institutions
(the Guide)

This Attachment I provides our responses to the specific issues on which the AICPA has
requested comment. It is an integral part of, and should be read in connection with, the
accompanying letter and Attachment II, both of which are dated December 1,1994.

ISSUE 1: SCOPE

Is the scope of the Guide with respect to nonfederally insured institutions
appropriate?
Yes. The same accounting and auditing principles are generally applicable to all
institutions, regardless of whether they are insured.

ISSUE 2: INCOME RECOGNITION FOR IMPAIRED LOANS
If FASB eliminates FASB Statement No. 114’s income recognition guidance, how
should income recognition be addressed in the final Guide?
The final Guide should incorporate the requirements of FASB Statement No. 118,
Accounting by Creditors for Impairment of a Loan—Income Recognition and Disclosures
(Statement 118). It would not be appropriate for the Guide to provide income recognition
guidance beyond that which Statement 118 provides.

ISSUE 3: DERIVATIVE FINANCIAL INSTRUMENTS

Are there disclosure or other matters about derivatives that should be addressed
further by the Guide?
The final Guide should incorporate the requirements of FASB Statement No. 119,
Disclosures about Derivative Financial Instruments and Fair Value of Financial Instruments
(Statement 119). There are no additional disclosure matters that should be addressed at
this time.
Please refer to Attachment II dated December 1, 1994 for additional comments on
derivatives-related matters.

BankAmerica Corporation
December 1, 1994
Page 2 of 4

ISSUE 4: LOAN ACCOUNTING

Does the draft guidance appropriately capture practice [with respect to loan
accounting]?
Yes, we believe paragraph 6.44 appropriately describes existing industry practice with
respect to loan accounting.

ISSUE 5: MISCELLANEOUS DISCLOSURES
Are [certain] changes in disclosure requirements appropriate [e.g., eliminating
certain disclosures related to deposit liabilities and Federal Home Loan stock, adding
certain disclosures related to securities and repurchase agreements]?
We believe it is appropriate to incorporate the disclosure requirements of Statement of
Position 86-1, Reporting Repurchase—Reverse Repurchase Agreements and MortgageBacked Certificates by Savings and Loan Associations. We also note that BankAmerica
Corporation has historically applied this guidance to its banking subsidiaries. Although it
was directed toward savings and loan associations, it was applicable in substance to
transactions in which these entities engaged.
We do not object to eliminating any of the disclosure requirements set forth in this section
of the Guide.

ISSUE 6: TRUST SERVICES AND ACTIVITIES
Is the scope of guidance on trust services and activities appropriate?
We believe it is appropriate for the Guide to address the trust function of a bank or thrift,
but not to address the trust itself. We agree that it is appropriate to refer users of the
Guide to the AICPA Audit and Accounting Guide, Audits of investment Companies, for
information about financial statements of trusts.

ISSUE 7: DISCLOSURES ABOUT REGULATORY MATTERS
Is the scope of the proposed disclosures appropriate?
The Guide would require banks and savings institutions to disclose regulatory capital and
related information in the audited financial statements. Although we agree that some
information about a depository institution’s capital adequacy is relevant to users of financial
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statements, we strongly believe that most information involving regulatory matters should
not be required to be part of the basic financial statements. We believe the cost of
including the proposed disclosures would exceed the benefits for the following reasons:

•

Certain of the proposed disclosures would require independent public accountants to
audit information that is presented in accordance with regulatory reporting principles
(RAP). All other sections of the audited financial statements are presented in
accordance with generally accepted accounting principles (GAAP). Auditing an
institution's financial information presented under both of these bases of accounting
would require a tremendous amount of additional audit work and would be both costly
and burdensome for the financial institution.

•

The regulatory capital calculations involve the application of complex risk-weighting
criteria, which would also be time-consuming and expensive to audit.

It is interesting to note that preliminary drafts of the Federal Deposit Insurance Corporation
Improvement Act (FDICIA) would have required banks' Call Reports to be audited.
However, it was determined that the high cost of implementing such a requirement was
burdensome, and that the benefit did not justify the cost. As it presently exists, the FDICIA
does not require banks’ Call Reports to be audited.

Taking this cost and benefit argument one step further, we believe there is no benefit to be
derived from requiring this information to be audited, and that to do so would be redundant.
A primary function of banking regulators is to monitor capital ratios and related information
about a bank's safety and soundness. Banking regulators monitor capital ratios so closely
that an additional requirement for this information to be audited is clearly excessive.
If the AICPA ultimately decides that the proposed disclosures are sufficiently important to
retain in the final Guide, we recommend that banks should be permitted to disclose this
information as an unaudited footnote. In addition, we recommend the following specific
modifications of the proposed regulatory disclosures:
•

The proposed disclosures require regulatory capital information to be presented for
holding companies and all significant subsidiaries. This information could be
voluminous, and would not add value to the financial statements since holding
companies are required to maintain adequate capital at their banking subsidiaries under
FDICIA. Moreover, disclosing capital information of subsidiaries without disclosing
other pertinent financial information about the subsidiary (e.g., its financial statements)
would be confusing and of limited usefulness. While auditors should monitor the capital
adequacy of each subsidiary to determine if the holding company has sufficient
resources to support them, if necessary, we recommend including regulatory capital
information for the holding company only in the disclosures.
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If the AICPA rejects this suggestion, it should provide guidance on how to determine
whether a subsidiary is significant

•

Disclosure of both required and actual regulatory capital levels is unnecessary. A
statement to the effect that the institution meets or does not meet all capital
requirements is sufficient

•

Institutions classified as "well capitalized" should not be permitted to provide fewer
disclosures based on their strong capital status. To ensure comparability, all entities
should be subject to the same requirements. The proposed regulatory capital
disclosures should be designed to provide useful and relevant information, regardless
of an entity’s capital adequacy level.

BANKAMERICA CORPORATION

Attachment II—Other Matters
Proposed Audit and Accounting Guide
Banks and Savings Institutions
(the Guide)

This Attachment II provides our responses to certain other matters in the Guide. It is an
integral part of, and should be read in connection with, the accompanying letter and
Attachment I, both of which are dated December 1, 1994.

Chapter 5-Investments

in

Debt

and

Equity Securities

Accounting and Financial Reporting

•

In paragraph 5.54.c, we recommend clarifying that unrealized gains and losses on
available-for-sale securities must be reported in equity on a net-of-tax basis.

•

The Guide should provide an expanded discussion of the implications of selling
securities out of the held-to-maturity category. This is based on recent public
comments in which the Securities and Exchange Commission has reiterated its position
that the sale or transfer of securities from the held-to-maturity portfolio may not only
cause all remaining held-to-maturity securities to be reclassified to available-for-sale
and reported at fair value, but may also preclude future use of the held-to-maturity
classification by the institution and require restatement of prior financial statements.

Chapter 6-Loans

General

•

The Guide should be updated to incorporate the amendment of FASB Statement No.
114, Accounting by Creditors for Impairment of a Loan, (Statement 114) by FASB
Statement No. 118, Accounting by Creditors for Impairment of a Loan-Income
Recognition and Disclosures, (Statement 118).

•

The Guide does not discuss the classification of loans as nonaccrual. Due to the
significance of this concept to depository institutions, each section of this chapter
should include a discussion of nonaccrual loans.

Introduction

•

in the description of specific types of installment loans (paragraph 6.17(b)), the Guide
separately identifies credit life insurance premiums as a separate charge added to the
amount advanced to arrive at the face value of a loan made on a discounted basis.
This separate identification implies that credit-life insurance premiums are required
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terms of such loans. While such premiums are common, they are not standard terms
of, nor are they unique to, installment loans.

Additionally, the parenthetic reference to “discount” in the second sentence does not
directly correlate with the analogy made between the terms “discount” and “unearned
interest” in the sentence that follows. Inconsistency in the definition of these terms may
be confusing.
We recommend that paragraph 6.17 be revised to read as follows:

“Installment Loans. These require periodic principal and interest payments.
Installment loans may be made on either a simple interest or discounted basis. The
discounted basis means that unearned interest (the discount) and other charges
(such as credit-life insurance premiums) are added to (or subtracted from) the
amount advanced to arrive at the face amount of the note and accreted into income
over time to achieve a level yield.”

•

The Guide discusses two types of lease financing: direct lease financing (paragraph
6.30) and leveraged leasing (paragraph 6.31). Both of these types of transactions
result from meeting certain criteria set forth in FASB Statement No. 13, Accounting for
Leases (Statement 13). Although the Guide mentions typical characteristics of these
transactions, no technical references are provided.

We recommend that paragraph 6.30 of the Guide be footnoted after the reference to
“direct lease financing" in the first sentence. The footnote should read as follows:
“FASB Statement No. 13 and FASB Statement No. 98 provide further guidance on
classifying a lease as a direct financing lease and the accounting treatment for
direct financing leases."
We further recommend that paragraph 6.31 of the Guide be footnoted after the
reference to "leveraged leasing" in the first sentence. The footnote should read as
follows:

"FASB Statement No. 13 provides further guidance on classifying a lease as a
leveraged lease and the accounting treatment for leveraged leases."
•

In a discussion of direct finance leasing, Paragraph 6.30 states that a typical lease
agreement contains an option to purchase the leased property at its fair value or at a
specified price at the expiration of the lease. This implies that a fair value purchase
option would qualify a lease to be accounted for as a direct financing lease. The
implication is misleading, because under Statement 13 a bargain purchase option is
one factor that would qualify a lease to be accounted for as a direct financing lease.
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We recommend that the second sentence of paragraph 6.30 be revised to read as
follows:
"A typical direct financing lease agreement may contain a bargain purchase option
allowing the lessee to purchase the leased property at the expiration of the lease at
a price less than its then-current fair value."

•

Paragraph 6.34 describes interest rate and principal amortization structures that may be
encountered with commercial real estate loans. For the purpose of clarity, we
recommend that the third sentence of paragraph 6.34 be revised to read as follows:

"Interest rates may be fixed or variable, and the loans may be structured for full,
partial, or no Amortization of principal (that is, periodic interest payments are
required and the principal is paid in full at the loan maturity date)."

Regulatory Matters

•

Paragraph 6.43 outlines the Federal Deposit Insurance Corporation requirement that
appraisals be obtained for real estate related financial transactions with a value of
$100,000 or more. In June 1994, the federal banking agencies issued a final rule for
real estate appraisals that increases the threshold for required appraisals of real estate
financial transactions to those having a value of $250,000 or greater.

We recommend changing the dollar amount at or above which appraisals must be
obtained to $250,000. This should also be footnoted to alert users of the Guide that
this amount is subject to periodic review by regulatory authorities.

Accounting and Financial Reporting

•

The first sentence of paragraph 6.46 indicates that interest income on all loans should
be accrued and credited to interest income as it is earned, using the interest method.
This is not true for loans that are deemed nonaccrual and, accordingly, this paragraph
should be revised.

•

Paragraph 6.53 does not address a creditor's accounting for a troubled debt
restructuring involving receipt of assets in full satisfaction of a receivable. We
recommend that the second sentence of paragraph 6.53 be revised to read as follows:
"For creditors, TDRs include certain modifications of terms of loans and receipts of
assets from debtors in partial or full satisfaction of loans."
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•

Paragraph 6.55 provides the recommended accounting treatment for the application of
receipts in partial or full satisfaction of troubled debt restructurings. The Guide does
not, however, address the accounting in the potential situation that the fair value of
assets received in satisfaction exceeds the carrying value of the loan.

Both FASB Statement No. 15, Accounting by Debtors and Creditors for Troubled Debt
Restructurings, (Statement 15) and Statement 114, as amended by Statement 118, are
silent on this issue. However, Statement 15 does discuss the accounting treatment of
losses in the event that the fair value of assets received is less than the carrying value
of the loan and, in such situations, requires the accounting to be performed as if the
assets had been acquired for cash.

We recommend that the AICPA consider addressing the accounting for any excess of
the fair value of the assets received over the carrying value of the loan. We believe
that any such excess should be recognized as a loan loss recovery to the extent of
prior charge-offs, then interest income to the extent of earned but unaccrued interest.
•

In general, paragraph 6.56 seems cumbersome and confusing, and we suggest revising
it to read as follows:

"In-substance foreclosures. Paragraph 34 of Financial Accounting Statement No.
15, as amended by Financial Accounting Statement 114, requires that the
accounting for receipts of assets be applied when a troubled debt restructuring is in
substance a repossession or foreclosure by the creditor. That is, the creditor
receives physical possession of the debtor's assets regardless of whether formal
foreclosure proceedings take place."

In addition, we recommend deleting footnote 6.
•

It appears that footnotes 8 and 9 in chapter 6 inaccurately refer to the impact of
Statement 114 on AICPA Practice Bulletins 4 and 5:

-

Practice Bulletin 4 addresses the accounting treatment by financial institutions for
troubled debt restructurings involving receipt of assets in full satisfaction of a
receivable. Statement 114 does not address accounting for such troubled debt
restructurings. Therefore, Practice Bulletin 4 should not be affected by Statement
114.

-

Practice Bulletin 5 addresses income recognition on loans to financially troubled
countries. Statement 114, as amended by Statement 118, does not address
income recognition on impaired loans. Therefore, Practice Bulletin 5 should not be
affected by Statement 114.
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Further, given that Statement 114, as amended, does not address income recognition
on impaired loans, a loan measured for impairment in accordance with this Statement
could, in fact, be on nonaccrual. Therefore, the second sentences of both footnotes 8
and 9 are inaccurate.
We recommend that both footnotes 8 and 9 of chapter 6 be deleted.

•

Paragraph 6.70 states that accounting for outstanding loans whose terms have been
modified in troubled debt restructurings is prescribed by Statement 114. We
recommend that paragraph 6.70 be deleted and replaced with the specific presentation
and disclosure requirements set forth in paragraph 6(i) of
Statement 118.

Chapter 7-Allowance

for

Credit Losses

Introduction

•

The last footnote to Exhibit 7.17 does not discuss the alternative methods for
measuring impairment in conformity with Statement 114. We recommend that the
second sentence of that footnote be revised to read as follows:

"However, the measure of impairment under FASB Statement No. 114 is based on
a single best estimate of the present value of expected future cash flows discounted
at the loan's effective interest rate or, alternatively, the observable market price of
the loan or the fair value of the collateral, and not a range of estimated amounts."

Regulatory Matters

•

This section does not include reference to the December 21, 1993, Interagency Policy
Statement on the Allowance for Loan and Lease Losses. We recommend revising this
section to include reference to that Statement.

Accounting and Financial Reporting

•

The Guide discusses excluding potential losses associated with credit-related offbalance-sheet instruments such as commitments to extend credit, guarantees, and
standby letters of credit from the allowance for credit losses. BankAmerica Corporation
presently includes an estimate of losses related to these credit-related off-balancesheet instruments in its allowance for credit losses in accordance with Banking Circular
201, Allowance for Loan and Lease Losses
(BC 201).

BankAmerica Corporation
December 1,1994
Page 6 of 13

Notwithstanding BC 201, we believe it is conceptually appropriate to include estimated
losses on these instruments in the allowance for credit losses since they are, by their
nature, credit related. Because losses on such instruments will not be realized until the
instrument is funded and recorded on the balance sheet, any related reserve essentially
represents an allowance for an estimated risk that will ultimately be an on-balancesheet risk.

Footnote 1 on page 105 and the Worksheet on page 110 should all be modified to
reflect this change. Paragraph 7.30 would also need to be revised; however, such
proposed revisions are incorporated in the following comment.

•

Paragraph 7.30 does not accurately state the disclosure requirements related to the
allowance for loan losses as specified in Statement 114, as amended by Statement
118. We recommend that paragraph 7.30 be revised to read as follows:

"For each period for which results of operations are presented, the notes to the
financial statements should include a summary of the activity in the total allowance
for credit losses related to loans and credit-related off-balance-sheet financial
instruments, including the balance in the allowance at the beginning of each period,
additions charged to operations, direct write-downs charged against the allowance,
and recoveries of amounts previously charged-off. The total allowance for credit
losses includes those amounts that have been determined in accordance with FASB
Statement No. 5, Accounting for Contingencies, and with FASB Statement No. 114.
A description of the accounting policies and methodology the institution used to
estimate its allowance and related provision for credit losses should be included in
the notes to the financial statements. Such a description should identify the factors
that influenced management’s judgment (for example, historical losses and existing
economic conditions) and may also include discussion of risk elements relevant to
particular categories of financial instruments."

Chapter 8-Loan Sales

and

Mortgage Banking Activities

Introduction
•

Paragraph 8.6 states that servicers may retain significant risks, including recourse risk
and default risk. For clarification, recourse risk and default risk should be defined.

Regulatory Matters
•

Paragraph 8.7 should explicitly indicate that recourse provisions may preclude sale
accounting treatment for regulatory reporting purposes.
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•

Paragraph 8.8 addresses the reporting of purchased credit card relationships for
regulatory reporting purposes. It does not appear that it is appropriate to discuss this
topic in this particular chapter. Because this same paragraph is repeated as paragraph
10.9 of Chapter 10--Other Assets, we recommend deleting it from this chapter.

Accounting and Financial Reporting

•

Paragraph 8.14 discusses the accounting for sales of loans with servicing retained
when the servicing fee rate differs materially from a normal servicing rate. For
clarification, this paragraph should indicate that the difference between the normal and
stated servicing fees is accounted for as an excess servicing receivable.

•

Paragraph 8.16 refers to "deferred loan sale premiums." However, this term is not
defined as an excess servicing receivable until paragraph 8.28. For purposes of clarity,
we recommend consistently using the term "excess servicing receivable." If the Guide
retains the term "deferred loan sale premiums," it should be defined in paragraph 8.16,
and the definition in paragraph 8.28 should be removed.

Chapter 9-Real Estate Investments, Real Estate Owned,

and

Other Foreclosed

Assets

Introduction

Footnote 2 provides technical references related to the accounting for foreclosed assets.
This footnote does not clarify or provide further refinement to the definition of foreclosed
assets; therefore, we recommend that it be deleted.

Accounting and Financial Reporting

•

Footnote 3 characterizes an in-substance foreclosure through reference to technical
guidance that has been superseded by Statement 114. We recommend that footnote 3
of chapter 9 be revised to read as follows:

"FASB Statement No. 114 indicates that an in-substance foreclosure exists when a
creditor has obtained possession of the collateral with or without having to go
through formal foreclosure proceedings."

•

Paragraph 9.8 discusses held for sale presumptions associated with foreclosed assets.
This discussion does not dearly convey the accounting treatment provided in AICPA
Statement of Position 92-3 Accounting for Foreclosed Assets (SOP 92-3). We
recommend that paragraph 9.8 be revised as follows to ensure darity:
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"FASB Statement No. 15 and SOP 92-3 establish guidance on accounting for and
reporting on foreclosed assets. At the time of foreclosure or in-substance
foreclosure, the foreclosed or in-substance foreclosed asset should be reported at
its fair value. It is presumed that foreclosed or in-substance foreclosed assets are
held for sale and not for the production of income. That presumption may be
rebutted, except for in-substance foreclosed assets, by a preponderance of the
evidence. However, institutions would rarely be able to rebut the presumption for
foreclosed real estate assets, because regulations generally require depository
institutions to divest of foreclosed real estate assets within a short period of time."
•

Paragraph 9.12 discusses accounting for a change in classification of a foreclosed
asset. The text of this discussion is incomplete with respect to the accounting treatment
set forth in AICPA Statement of Position 92-3, Accounting for Foreclosed Assets. We
recommend that paragraph 9.12 be amended to read as follows:

"If an institution subsequently decides that a foreclosed asset classified as held for
sale will be held for the production of income, the asset should be reclassified from
the held for sale category. The reclassification should be made at the amount the
asset’s carrying amount would have been had the asset been held for the
production of income since foreclosure. Selling costs included in the valuation
allowance should be reversed. The net effect should be reported in income from
continuing operations in the period in which the decision not to sell the asset is
made."
•

Paragraph 9.15 discusses the equity method used in reporting ADC arrangements
classified as real estate joint ventures and recommends that the "carrying amount of
the investment is adjusted to the lender’s share of the earnings or loss of the joint
venture [emphasis added]." We recommend that the fourth sentence of paragraph 9.15
be revised to read as follows:

"Under the equity method, the carrying amount of the investment is adjusted by the
lender's share of the earnings or loss of the joint venture."
•

Paragraph 9.19, which addresses the allocation of income and equity among parties to
a joint venture, includes a statement recommending circumstances in which certain
partnership allocation ratios should be ignored. The context of the statement is
inconsistent with that of AICPA Statement of Position 78-9, Accounting for Investments
in Real Estate Ventures (SOP 78-9). We recommend that the sentence that begins
with the phrase, "If a specified allocation has no substance...," be replaced with the
following excerpt from SOP 78-9:
"Specified profit and loss ratios should not be used to determine an investor's equity
in venture earnings if the allocation of cash distributions and liquidating distributions
are determined on some other basis."
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Chapter 10-Other Assets

Introduction

•

The second sentence presently states, "Such assets may be acquired directly through
a special purpose subsidiary." It appears that the word "or"should be inserted after the
word "directly."

•

It would be useful to provide references from paragraphs 10.3 and 10.4, which discuss
identifiable intangibles and goodwill, respectively, to Chapter 16-Business
Combinations.

Chapter 12-Federal Funds

and

Repurchase Agreements

Introduction

•

We recommend expanding the discussion of federal funds purchased to include a brief
description of overnight federal funds, term federal funds, and continuous contract
federal funds.

•

Paragraph 12.4 defines "repurchase agreement" as an agreement to sell and
repurchase "the identical (or substantially the same) securities." We recommend
clarifying that repurchase agreements involve the sale and repurchase of identical
securities; dollar repurchase agreements involve the sale and repurchase of
"substantially the same" securities.

Chapter 13-Debt

Introduction
•

Paragraph 13.16 refers to the "sponsor of the CMO." However, this term is not defined
until the following paragraph. For clarification, "sponsor of the CMO" should be defined
in paragraph 13.16, and the definition deleted in
paragraph 13.17.

•

The concept of overcollateralization is explained in paragraph 13.11(f), though the
paragraph does not explicitly state this is overcollaterization. Several subsequent
paragraphs (e.g., 13.12, 13.15 and 13.17) refer to overcollateralization. For clarity,
paragraph 13.11(f) should state that it refers to overcollateralization.
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Accounting and Financial Reporting

•

Paragraph 13.41 states that all transaction costs associated with a CMO offering
accounted for as a sale should be expensed when the collateral is eliminated from the
financial statements and the resultant gain or loss is recognized. The paragraph should
also address how to account for transaction costs associated with a CMO offering
accounted for as a borrowing.

Auditing

•

Paragraph 13.52 discusses audit procedures related to CMOs. The independent
auditor should address whether the special-purpose corporation should be consolidated
with the sponsor of the CMO, as discussed in EITF Issue 84-30, "Sales of Loans to
Special-Purpose Entities."

Chapter 15-Futures, Forwards, Options, Swaps, and Similar Financial Instruments

Introduction

•

In general, we suggest adding a discussion on the various risks associated with
derivative activities, similar to the "laundry list" of risks identified in paragraph 6.7 of
Chapter 6-Loans. The discussion should include the following risks: credit,
operational, close-out, model, and legal risks.

•

In general, we suggest adding a discussion on the difference in the use of derivatives
by savings institutions and banks. Savings institutions act as end-users in the
derivatives market (i.e., they use derivative products almost exclusively as interest rate
risk management tools), whereas banks engage in both end-user and dealer activities.

•

In paragraph 15.4, reference is made to "hedgers" and "speculators." However, these
activities are not defined until later in the Chapter. We recommend either deleting the
reference to hedgers and speculators in paragraph 15.4, or adding a cross-reference in
paragraph 15.4 to where these activities are defined.

•

Paragraph 15.9 indicates that spot contracts are commonly used foreign currency
instruments that call for delivery and settlement within ten days; however, we
recommend noting that settlement generally occurs within two business days.

•

Options are defined in paragraph 15.10 as agreements that "allow, but do not require"
the holder to exercise the instrument. To be consistent with wording contained
elsewhere in the Chapter and existing accounting guidance, we suggest revising this to
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indicate that options are agreements that give the holder the "right, but not the
obligation" to exercise the instrument.

•

Paragraph 15.24 indicates that mortgage swaps are generally collateralized. However,
we suggest noting that the use of collateralization as a vehicle to reduce counterparty
credit risk is not limited to mortgage swaps, but may also be used with other types of
derivative instruments.

•

Paragraph 15.35 indicates that assets, liabilities, and anticipated transactions may be
designated as hedged items. We recommend that firm commitments also be included
as items that can.be designated as hedged items, in accordance with FASB Statement
No. 52, "Foreign Currency Translation" and FASB Statement No. 80, "Accounting for
Futures Contracts" (Statement 80).

•

To date, the term "hedge" has not been specifically defined by any source of
authoritative accounting literature. However, paragraph 15.35 indicates that "a hedge is
a defensive strategy to avoid or reduce risk." Given the ongoing controversy about
what constitutes an accounting hedge, we believe it is inappropriate for the Guide to
provide this definition.

•

Footnote 1 on page 202 indicates that the FASB has a project currently in process on
disclosures about derivative financial instruments. As this project has since been
completed and has resulted in the issuance of FASB Statement No. 119, "Disclosure
about Derivative Financial Instruments and Fair Value of Financial Instruments"
(Statement 119), we suggest deleting this sentence from the paragraph.

•

The difference between the use of derivatives for hedging and asset/liability
management purposes is not clear. We suggest combining these activities and
descriptions under one category, because asset/liability management activities are a
form of hedging activities.

•

Paragraph 15.43 defines synthetic instruments; however, accounting guidance for
synthetic instruments is not provided within the Chapter. We suggest adding a
sentence indicating that, based on existing accounting practice, synthetically created
instruments generally receive the same accounting treatment as the instrument they
have replicated.

Accounting and Financial Reporting
•

Paragraph 15.49 indicates that "financial instruments are marked to market with the
resulting unrealized gains or losses recognized in earnings currently when the
instrument represents a hedge of asset positions, contemplated asset positions, or
short positions, all of which are, or will be, carried at market value." We suggest
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changing the word "contemplated” to "anticipated” in this sentence to more accurately
reflect the language contained within Statement 80.

In addition, debt and equity securities that are classified as available-for-sale are
carried at market value, but their resulting unrealized gain or loss is recorded in
stockholders' equity, not earnings. Accordingly, this paragraph should be modified to
indicate that derivatives that hedge available-for-sale securities must be marked to
market with the resulting unrealized gains or losses recognized in stockholders' equity
(exclusive of net interest accruals).

•

Paragraph 15.53 indicates that futures contracts qualify as hedges if "the item to be
hedged exposes the institution to price risk.” To agree with the wording in Statement
80 and the terminology used in point "b” of this paragraph, we suggest the wording be
revised to indicate that futures contracts may qualify as hedges if the item to be hedged
exposes the institution to price or interest rate risk.

•

The accounting treatment of the time and intrinsic value components of purchased
options is explained in paragraph 15.63. However, the time value and intrinsic value
are never defined in the Chapter. We suggest providing a definition of both the time
and intrinsic value components of a purchased option in this Chapter.

•

Paragraph 15.69 indicates that "premiums paid for caps, floors, collars, and swaptions
that qualify as hedges are generally analogous to insurance premiums." Although this
was once a widely held view, we understand that the insurance analogy may not be
supported by all regulatory agencies. As a result, we suggest deleting the phrase “are
generally analogous to insurance premiums" from this sentence.

•

We suggest revising the last sentence in paragraph 15.69 to read, "Like written options,
written caps, floors, collars, and swaptions generally do not qualify as hedges,” to more
appropriately reflect existing accounting guidance.

Chapter 19-Illustrative Consolidated Financial Statements

•

The disclosures in the illustrative "Debt and Equity Securities" footnote do not contain
all the information that must be disclosed in accordance with FASB Statement No. 115,
Accounting for Certain Investments in Debt and Equity Securities (Statement 115). The
missing information includes: proceeds from sales of available-for-sale securities; gross
gains and gross losses included in earnings from transfers of available-for-sale
securities into the trading category; and, the change in net unrealized holding gain or
loss on trading securities that has been included in earnings during the period.
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In addition, we question whether it is appropriate for the Guide to provide disclosure of
gross realized gains and losses on available-for-sale and held-to-maturity securities by
security type considering that this is not a requirement of Statement 115.

Other Matters

•

We observed that the Guide sometimes prefaces guidance with the phrase, "For
regulatory financial reporting purposes...." Considering that regulatory financial
reporting guidance is not always consistent (e.g., guidance promulgated by the Office of
Thrift Supervision guidance does not always conform to that set forth by the Office of
the Comptroller of the Currency), it may not always be appropriate to use such a
generic phrase. Where there are differences, these should be described or,
alternatively, the Guide should always specify the regulatory agencies to which it is
referring.
The Guide is inconsistent in addressing issues related to the statement of cash flows.
Some chapters address such presentation issues, while others do not. We believe
these issues should be addressed in all relevant chapters.
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November 30, 1994

Mr. James F. Green
Federal Government Division
File B-l-500, AICPA
1455 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-1081

Dear Mr. Green:

The Accounting Principles and Auditing Standards Committee of die Florida Institute of Certified Public
Accountants (the Committee) has and discussed the exposure draft of the proposed Audit and Accounting
Guide for Banks and Savings Institutions (the Guide). We respectfully submit our comments below:

ISSUE 1: SCOPE
The Committee believes that the scope of the Guide with respect to nonfederally insured
institutions is appropriate, however, some guidance or reference to compliance with State
regulations should be mentioned.

ISSUE 2: INCOME RECOGNITION FOR IMPAIRED LOANS
The Committee believes that no income should be recognized on an impaired loan until principal
is recovered. To the extent that amounts were charged-off against an allowance, then amounts
recovered in excess of adjusted principal should be credited to the allowance up to the amount
originally charged-off. If original principal amounts were charged-off directly to expense, the
amounts recovered in excess of adjusted principal would be recognized as income.

ISSUE 3: DERIVATIVE FINANCIAL INSTRUMENTS
The Committee believes that the Board should incorporate FAS #119 as well as other recent
regulatory issuances such as advisory letters and new releases concerning derivatives, assessment
of risk issues and appropriateness of management and board oversight procedures.

ISSUE 4: LOAN ACCOUNTING
The Committee believes that the draft guidance appropriately captures practice with respect to
loans held on maturity. However, the Board believes that the Guide should address the
accounting for "non-mortgage" loans held for sale.
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ISSUE 5: MISCELLANEOUS DISCLOSURES
The Committee believes that the changes in disclosure requirements are appropriate, however,
the relevancy of paragraph 14.37 is not dear.

ISSUE 6: TRUST SERVICES AND ACTIVITIES
The Committee believes that the scope of guidance in this area is appropriate.

ISSUE 7: DISCLOSURE ABOUT REGULATORY MATTERS
The Committee believes that the disclosures are too detailed. Also, quite often bank management
and regulators disagree on the valuation and classification of assets and liabilities which can
certainly affect regulatory capital computations. Therefore, the disclosure requirements of
paragraph 2.48 3a as prepared by management and audited by independent auditors may differ
from that computed by a regulatory agency.
Therefore, the Committee believes that bank financial statements should disclose and comment
on the bank capital adequacy as computed by the regulators as of the most recent examination as
well as any other significant regulatory issues or actions which may affect the bank compliance
with regulatory requirements.

The Committee believes that holding companies should indude the same regulatory information
for its bank subsidiaries as required by the individual banks.

The Committee believes that "well capitalized" institutions should have the same disclosure
requirements.

Given the Committee’s response to the regulatory disclosures above, the audit guidance and
background information on regulatory accounting is suffident.

Our committee appreciates the opportunity to comment on the exposure draft.

Sincerdy,

Michael O’Rourke, CPA
Chairman (305) 667-3500

Members coordinating response:
Steven Berwick (305) 858-5600
Javier Nunez (305) 446-0114

FIRST
TENNESSEE
First Tennessee National Corporation
RO. Box 84
Memphis, TN 38101
(901)523-4444
Cable FIRBANK

November 30,1994

American Institute of Certified Public Accountants
James F. Green, Federal Government Division
File B-1-500
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

First Tennessee appreciates this opportunity to respond to the exposure draft of
Proposed Audit and Accounting Guide for Banks and Savings Institutions, which
was issued August 31,1994. First Tennessee National Corporation (First
Tennessee) is one of the nation's 65 largest banking companies with assets of
$10.4 billion and shareholder's equity of $752 million at September 30,1994. First
Tennessee National Corporation, whose principal subsidiary is First Tennessee
Bank National Association, is the largest Tennessee-based bank holding company.
The following represents our responses and positions taken to the issues addressed
in the Exhibit of Specific Issues for Comment.
Issue 1: As drafted, the proposed audit and accounting guide would apply to
audits of the financial statements of banks and savings institutions insured
by the Bank Insurance Fund (BIF) or the Savings Association Insurance Fund
(SAIF) of the Federal Deposit Insurance Corporation (FDIC), regardless of
charter. It would also apply to audits of the financial statements of other
banks and savings institutions, although it does not address all matters that
may be unique to those institutions due to their charter or their regulation or
supervision. Is the scope of the Guide with respect to nonfederally insured
institutions appropriate?

We agree that the Guide should be applicable to all audits of banks and savings
institutions regardless of whether or not they are insured. This is supposed to be an
audit guide for banks and savings institutions; therefore, it should not matter
whether they are insured.

ISSUE 2: If FASB eliminates FASB Statement No. 114's income recognition
guidance, how should income recognition be addressed in the final guide?
Since the issuance of this proposed Guide, the FASB has eliminated the income
recognition provisions of Statement 114 to specify that existing methods for
recognizing interest income on impaired loans should be used. This guidance is
included in Statement 118. The audit guide should be amended to conform to the
guidance established in 118.
ISSUE 3: Are there disclosure or other matters about derivatives that should
be addressed further by the Guide?

Statement of Financial Accounting Standards No. 119 was issued in October and
establishes disclosure requirements for derivatives- futures, forward, swap, option
contracts, and other financial instruments with similar characteristics. Therefore, the
Guide should incorporate the disclosures required by Statement 119.
ISSUE 4: Paragraph 6.44 was drafted to capture current practice relating to
loan accounting and states: "Loans that management has the intent and
ability to hold for the foreseeable future or until maturity or payoff should be
reported at outstanding principal reduced by any chargeoffs or specific
valuation accounts and net of any deferred fees or costs on originated loans,
or unamortized premiums or discounts on purchased loans. In addition, the
aggregate loan balance reported in the balance sheet should be reduced by
the allowance for credit losses." Does this guidance appropriately capture
practice?
We can only comment relating to how First Tennessee accounts for loans, but the
accounting described in paragraph 6.44 appropriately captures our current practice.

ISSUE 5: MISCELLANEOUS DISCLOSURES
Are these changes in disclosure requirements appropriate?

Federal Home Loan Bank and Deposit Disclosures
These disclosures were not applicable to First Tennessee. Therefore, we will not
comment on this issue.
Tax Effect related to Realized Gains and Losses on Sales of Securities
Due to the fact that we are a registrant of the Securities and Exchange Commission
(SEC), we are required to disclose this information currently.

Disclosures for Repurchase Agreements

Repurchase agreements are less than 2 percent of our total assets and we feel that
providing this information would not benefit the readers of our financial statements
in any way. In addition to the materiality consideration, the efforts and costs that
would be required to obtain this information would be extremely burdensome due to
the fact that we have many retail repurchase agreements for very small amounts.
The costs would far outweigh the benefits received, if any, and these disclosures
should be eliminated from the proposed Guide.
ISSUE 6: The proposed Guide distinguishes between considerations for
auditing the financial statements of (a) the trust function of a bank or thrift,
and (b) the trust itself. Reference is provided to the AICPA Audit and
Accounting Guide, Audits of Investment Companies, for audits of the
financial statements of trusts. Is the scope of the guidance on trust services
and activities appropriate?
First Tennessee agrees with the stated objectives of financial statement audit
procedures applied in the trust operations area which are to obtain reasonable
assurance that (a) the institution has properly described and disclosed in the
financial statements contingent liabilities associated with trust services, and (b) fee
income resulting from trust activities is recognized properly in the institution's
financial statements. However, we feel that the planning, tests of internal controls,
substantive tests, etc. go beyond these stated objectives. These relate more to an
audit of the trust operations department versus whether contingent liabilities have
been accrued and whether fee income has been recognized property. These items
should be reconsidered and only those items necessary to meet the stated
objectives should be included.
ISSUE 7: Paragraph 2.48 of the proposed Guide would require audited
financial statement disclosures of regulatory capital and related matters. Is
the scope of the proposed disclosures appropriate?

We agree that data concerning capital is relevant information for all institutions and
is an important part of periodic filings of regulatory financial reports. However, we
do not feel that this type of information whether at, below, or in excess of the
minimums required should be included in the audited financial statements. As
stated in your document, regulatory capital amounts are calculated based on
regulatory accounting practices (RAP), rather than generally accepted accounting
practices (GAAP). Because RAP financial information is not audited and certain
capital calculations involve the application of complex risk weighting criteria, we feel
that the cost of providing these audited financial disclosures would far outweigh the
benefits.

ADDITIONAL COMMENTS:

Trading Securities. The chapter in the previous Audit Guide relating to trading
securities has been eliminated, and very little information is provided relating to
trading securities. We recommend that additional guidance be included regarding
accounting, reporting, and auditing trading securities. This is especially important
when a bank like First Tennessee Bank National Association has a trading operation
that is a market maker. There are accounting practices and transactions unique to
these departments and divisions where additional guidance is needed.
Also, according to the~AICPA Audit Guide, Audits of Brokers and Dealers in
Securities, brokers and dealers are permitted to accrue a net receivable or payable
for inventory positions that are expected to settle in the regular-way and for any
other transactions with delayed settlements that are expected to be settled for cash
in the future and that are not contingent due to the practical difficulty in identifying
the offsetting entry to each such inventory position. Because our trading
department is part of the bank, regulatory accounting requires that gross
receivables and payables should be recorded. The regulatory accounting is flowing
over into the GAAP financial statements due to the fact there is no literature to
indicate the appropriate treatment. We feel that the trading department/division at
First Tennessee is in substance a broker/dealer and should not be penalized due to
the fact they are part of a bank. Therefore, they should be permitted to follow the
Audit Guide for Brokers and Dealers in Securities. It would be beneficial if additional
guidance is provided on this matter.
Sales of Mortgage-Servicing Rights.
As stated in paragraph 8.22, EITF Issue No. 89-5, Sale of Mortgage Loan Servicing
Rights, indicates that sales of mortgage-servicing rights should not be recognized
before the closing date, that is, when title and all risks and rewards of ownership
have irrevocably passed to the buyer and there are no significant unresolved
contingencies. In addition, EITF 94-5 was recently issued to clarify that all means
all and no contingencies can exist for the transaction to be recorded as a sale.

The guidance in these two EITF consensus' is inconsistent with the current
GAAP literature contained in Statement of Financial Accounting Standards No. 77,
"Reporting by Transferors for Transfers of Receivables with Recourse." This
Statement indicates that a transfer of receivables with recourse should be
recognized as a sale if (a) the transferor surrenders control of the future economic
benefits embodied in the receivables, (b) the transferor's obligation under the
recourse provisions can be reasonably estimated, and (c) the transferee cannot
require the transferor to repurchase the receivables except under the terms of the
recourse provisions. It is our recommendation that Statement No. 77 should be
adopted as the authoritative literature for when sales of servicing should be
recognized.

Sincerely,

James F. Keen
Senior Vice President and
Controller

WELLS FARGO & COMPANY

FRANK A. MOESLEIN
Executive Vice President
and Controller

343 Sansome Street
San Francisco, CA 94163

December 5, 1994

Mr. James F. Green
Federal Government Division
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081
RE:

File Reference B-l-500
Proposed Audit and Accounting Guide
Banks and Savings Institutions

Dear Mr. Green:
Wells Fargo & Company is a bank holding company and parent of Wells Fargo Bank, N.A.
We appreciate this opportunity to comment upon the AICPA’s exposure draft (ED) "Proposed
Audit and Accounting Guide, Banks and Savings Institutions" (Guide). The first section of this
letter is our response to each of the "specific issues for comment" followed by comments on
other aspects of the ED which we wish to bring to your attention. All references to paragraph
numbers and footnotes are those in the ED, unless another source is specifically indicated. We
understand that the AICPA intends to update the ED for changes in authoritative literature that
have occurred since the ED was prepared. Therefore, we have generally not commented on
discussions or references in the ED based on outdated literature, except in special situations.

Specific Issues For Comment

Issue 1: Is the scope of the Guide with respect to nonfederally insured institutions appropriate?
We have no reason to believe the scope should be altered. It would seem desirable to have the
financial statements of all banks and savings institutions prepared using the same conventions,
regardless of their participation in BIF or SAIF.

On the other hand, we see no pressing need for a combined Guide, now that FAS 114 has
resolved the perceived impairment measurement differences that existed in previous Guides.
Therefore, our comment above should not be taken as an endorsement for issuing a Guide that
does not resolve the matters commented on in this letter in a manner consistent with our
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comments. We believe that delaying (or separating) the Guide is preferable to issuing guidance
that is not consistent with bank industry practice.
Issue 2: If FASB eliminates FASB Statement No. 114’s income recognition guidance, how
should income recognition be addressed in the final Guide?
FASB has amended FAS 114 so that no specific income recognition method is required (although
the FAS 114 methods are still permitted). We believe that the AICPA should not attempt to give
guidance (for those industries covered by this Guide) on matters which FASB was unable to
resolve. Any attempt to do so would require additional due process because of the significance
of the matter. Furthermore, FAS 118 has resolved the disclosures necessary and the Guide

should not include additional disclosures.
We also believe that it would be inappropriate to include in the Guide any guidance on these
matters from the industry Guides that predate FAS 114 (without additional due process), since

such guidance was not included in the ED. We suggest the AICPA not attempt to address this
issue; it is "larger" than the Guide.
In this regard, we believe that the sentence in paragraph 6.46, "Interest income on all loans
should be accrued and credited to interest income as it is earned, using the interest method"
should be deleted. We believe that this sentence, particularly the last phrase and the word "all,"
will draw into question the nonaccrual accounting practices used by most banks which are clearly
permitted by FAS 118. We believe that paragraph 18 of FAS 91 provides sufficient guidance
on income recognition and that the wording of the ED may be in conflict with paragraph 17 of
FAS 91. While we would prefer that the topic covered by paragraph 6.46 simply be deleted
from the Guide, the significance of the topic "interest income" may cause objection to that
suggested approach. As an alternative, we would recommend that paragraph 6.46 be reworded
in its entirety to read as follows:
"Generally, interest income should be recognized in accordance with FAS 91. FAS 118
establishes the income recognition disclosure requirements for impaired loans that fall

within its scope."

Issue 3: Are there disclosures or other matters about derivatives that should be addressed
further by the Guide?
We believe that paragraph 15.74 should be replaced in its entirety by a reference to the
disclosure requirements of FAS 119. Now that FASB has established disclosure requirements,
alternative perspectives on disclosure are not appropriate.

We question the advisability of the AICPA providing interpretations of regulatory reporting
requirements (see our response to issue 7 for additional comments). For example, paragraph
15.47 appears to be inconsistent with the guidance provided by the regulators in their panel
discussion at the 1994 AICPA Conference on Banking where the regulators indicated that FAS
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52 hedge accounting is permitted for RAP and that, since the Call Report is silent on swaps
(presumably interest rate swaps), GAAP was acceptable for RAP.
Issue 4: Does the draft guidance appropriately capture (loan accounting) practice?
We believe that the introductory language of paragraph 6.44 (to which this issue for comment
specifically relates), "Loans that management has the intent and ability to hold for the
foreseeable future or until maturity or payoff...," does not reflect industry practice and is
completely inappropriate. Loans, like all other long-term assets in any industry are accounted
for at historical cost (including "amortized historical cost," as used in paragraph 7 of FAS 80)
until such time as they are held for sale when they are then accounted for at the lower of cost
or market (as is the case if they are originated for sale). The objective of the Guide, as we
understand it, is to document industry practice (absent authoritative literature on the matter).
We believe that the "intent and ability" language introduces a new standard and is inappropriate.
Furthermore, it is objectionable because it places loans on the same slippery slope that caused
the hair splitting with debt securities and the unsavory process resulting in FAS 115. FASB has
now made it clear that debt instruments will be differentiated based on form. Thus, it is
inappropriate to apply criteria used for securities to loan accounting. While this language does
appear in FAS 65 for mortgage banking where loans are presumably originated for sale, it
should not be used to describe the accounting for financial institution operations where that is
not the presumption. We believe the phrase "that management has the intent and ability to hold
for the foreseeable future or until maturity or payoff" should be deleted. Furthermore, we
believe that all loans held for sale (in fact, all assets, other than securities, held for sale outside
of a trading operation) are to be valued at LOCOM, not just mortgage loans, as implied by
paragraph 6.45. And, in contrasting paragraph 6.45 with 6.1, it seems that the proper
distinction in 6.1 is between loans and securities, not loans and "investments."

Issue 5: Are these changes in disclosure requirements appropriate?

We agree that all the deleted disclosures should be deleted. We believe that the reasons for
deleting the deposit disclosures apply equally to similar disclosures for repurchase agreements.

The disclosures proposed in Chapter 12 apply a uniform treatment to both sides of the balance
sheet, when in fact repurchase agreements (repos) and reverse repurchase agreements (reverse
repos) have opposite types of exposure. If any disclosure is required, it would seem more
appropriate to approach disclosures for these instruments consistent with other transactions with
similar placement on the financial statements.
The proposed disclosure requirements for repos that are considered borrowings would provide
the reader with detailed information regarding a relatively low risk part of most banks' balance
sheets. The balance of repos is a function of the daily liquidity position of a bank and we
believe this generally is the case for those financial institutions who invest in repos as well.
Therefore, the disclosure of information regarding these instruments at a point in time will not
provide benefit to the reader of the financial statements because the transaction cycle will have
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been completed before the financial statements have been issued. We would further point out
that this disclosure is not consistent with the disclosure required for similar types of liabilities.

Additionally, proposed disclosure requirements for reverse repos do not address any mitigation
of risk. When the Special Task Force on Audits of Repurchase Securities Transactions issued
their report in June 1985, they included a section called "Controlling Risk." Essentially this
section recognized that all the risks associated with these transactions "are generally reduced
by instituting controls over authorization, processing and recording." If there is any concern
about repos and reverse repos as a transaction type, it should be dealt with in the Guide by
giving guidance on audit procedures, rather than attempting to provide the reader of financial
statements with additional disclosures of the nature proposed. The users of financial statements
should be able to rely on the statements, rather than be delegated the burden to evaluate repos
and reverse repos for themselves.

The level of disclosure for these instruments should be consistent with the level of risk they
carry. The proposed level of disclosure bears no relationship to the level of risk and should be
entirely deleted unless an unusual level of risk exists. In an unusual, high-risk situation, a
narrative disclosure may be appropriate. If these disclosure requirements are not deleted they
should be significantly reduced. We doubt that the proposed disclosures are of significant value
to users of financial statements. If they were, the SEC would have adopted them by now for
all other participants in the repo markets. Similarly, the AICPA has not introduced these
disclosures in Industry Guides for competitors of banks who participate in the repo markets, such
as the investment companies Guide, nor are they proposed in the current draft of the Guide for
brokers and dealers in securities. Even though some industries may report using market value
(not historical cost), there is no distinction to be made since banks now disclose market values
under FAS 107. And, broker-dealers do not account for repos at fair value (see, for example,
the second sentence of paragraph 7.2 of the proposed broker-dealer Guide). Therefore, one
must conclude that the additional disclosures, if they have any purpose, should apply to all
participants in the market regardless of where the market values are presented in the financial
statements. If the disclosures specifically developed for Savings and Loans (SOP 86-1) are not
deleted from the combined Guide, they should be added to all the other Guides for industries
that participate in these markets, specifically the broker-dealer Guide which is currently being
revised.
While not specifically listed as a change, we object to the disclosure of the term structure of
deposits proposed in paragraph 11.31. We believe that FAS 47 is an inappropriate authority for
such disclosures. Piecemeal disclosures of maturities are not meaningful. Current industry
practice is to discuss liquidity and interest rate repricing risk outside of the audited financial
statements and the Guide should reflect that industry practice by deleting this disclosure.
Paragraph 11.32 should be combined with 11.31.g.
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Issue 6: Is the scope of guidance on trust services and activities appropriate?
Yes. The Guide should only deal with matters related to an audit engagement for the financial
statements of the entire financial institution. If guidance on engagements such as those described
in the first sentence of paragraph 17.1 is needed, it should be developed as a project separate
from this Guide.

Issue 7: Is the scope of the proposed disclosures (about regulatory matters) appropriate?
We do not believe that it is appropriate to include risk-based capital or regulatory leverage ratios

in the audited footnotes.
In order for the independent public accountant (IPA) to perform a competent and effective audit
of a financial institution, a general understanding of the regulatory environment, including capital
adequacy guidelines, certainly is an integral part of the IPA’s process of understanding the
client’s business and in measuring and identifying risk in the engagement. Procedures such as
reviewing the results of past regulatory examinations of risk-based capital or evaluating the
impact of regulatory correspondence concerning enforcement actions assessed against the
institution are necessary in order to properly plan the audit approach. Likewise, it is also
prudent for the IPA to hold discussions with key regulatory accounting personnel to gain an
understanding of regulatory reporting processes, including the process utilised to gather
information for capital adequacy calculations.
We strongly disagree, however, with the
AICPA’s proposal to require all institutions to incorporate footnote disclosure of capital
adequacy information within their audited financial statements.
Although we agree that

institutions who are less than adequately capitalized should disclose this fact, as well as the
impact that such noncompliance with minimum capital requirements would have on the
institution’s operations and economic resources, we do not believe well capitalized institutions,
nor adequately capitalized institutions, should be required to disclose capital levels and ratios
within the footnotes. This requirement will impose a significant cost burden on such institutions
without creating a corresponding benefit to users of financial statements.
Since capital adequacy guidelines are based on the contents of regulatory reports (prepared in
accordance with regulatory accounting practices [RAP] and, therefore, not currently included
in the scope of GAAP-basis annual audits conducted by the IPA), a significant amount of time
would be required by the IPA to become familiar with a multitude of regulatory issues, including
RAP-GAAP differences, Call Report and FR Y-9C instructions, and the rules applicable to
capital adequacy which, in some situations, utilize measurements which depart from both RAP
and GAAP. While paragraph 2.100 of the ED attempts to prevent the IPA’s role in evaluating
the fair presentation of capital adequacy disclosures within the audited financial statements from
becoming an implied opinion on the fair presentation of the institution’s Call Report, it seems
highly unlikely that the IPA would allow inclusion of such specific information without
performing detailed audit procedures on the regulatory information which underlie the capital
disclosures. This involvement would expose the IPA to potential legal liability issues if it was
subsequently discovered that a material misstatement occurred within a regulatory financial
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report which, in turn, created a significant error in any or all of the capital levels and ratios.
Litigation may be necessary merely to determine what is material for these disclosures.
Requiring audited disclosure would also add a significant regulatory capital compliance burden
to the IPA’s audit process, since the IPA would incur the additional responsibility of reviewing
the frequent instructional changes made to capital adequacy guidelines promulgated by each of
the three federal banking agencies. In considering if auditor involvement should be adopted,
the future as well as the current level of complexity of regulatory capital adequacy should be
considered when assessing the burden. Adopting auditor involvement now will set a precedent
for auditor involvement in interpreting the evolving and increasingly complex capital guidelines
and the clear direction towards additional complexity needs to be considered before setting a
precedent.

Users of financial statements from institutions designated as well capitalized would not
significantly benefit from regulatory capital disclosure since the term "well capitalized" indicates
the presence of a capital cushion. Capital adequacy only becomes an issue of concern to the
typical end-user when capital ratios are either at or are approaching levels which mandate
various regulatory restrictions (including the FDICIA-created prompt corrective action). Since
both Call Reports and the Federal Reserve’s FR Y-9C report are publicly available and contain
the necessary information to independently calculate the capital ratios, those financial statement
readers who find this information valuable would continue to have the ability to assess the
entity’s capital profile by obtaining these documents.
Requiring the IPA to become familiar with RAP, transactions which create RAP-GAAP
differences and capital adequacy guidelines in order to attest to the fair presentation of capital
level disclosures also creates a built-in disproportionate burden for well capitalized institutions.
Large, well managed institutions are likely to have highly effective financial reporting systems
which provide audit trails between RAP and GAAP financial statements and between RAP
reports and capital calculations. It seems obvious, therefore, that the IPA would be tempted to
spend audit time and cost on capital levels of these institutions that is disproportionate to the
level of risk involved simply to learn the intricacies of regulatory financial reporting for use in
applying this newfound knowledge to other banking clients whose financial reporting and capital
tracking mechanisms are less sophisticated.

There is no question that the creation of capital adequacy guidelines creates an interest in
monitoring that mechanism to gauge the financial health of businesses, regardless of the industry
in which they operate. It is equally important that, once a capital monitoring system for a given
industry is implemented, it must be applied uniformly to foster comparability of capital
information. While the AICPA’s proposal may prove to be beneficial to users of financial
reports for industries which do not currently have uniform capital guidelines, we feel it does
not adequately recognize the existing capital adequacy framework established by the three federal
banking agencies, which is applied uniformly to all institutions within the U.S. banking system
and whose relevance and reliability are affirmed through instructional updates and periodic
regulatory examinations.
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Comments on other aspects of the ED

The Allowance for Loan Losses:
In various chapters of the ED, but primarily in Chapter 7, the ED attempts to make a distinction
between an allowance for credit losses and a liability for credit loss. The intent is to distinguish
between loans and off-balance-sheet items; therefore, the following comments use the term

"allowance for loan losses" to identify that allowance computed in accordance with FAS 5 for

loans.
We expect many financial institutions will respond that the ED does not represent industry
practice which is, in many cases, to accrue for all "credit losses" in die allowance for loan
losses. In fact, the existing problem with the content of the allowance has been made worse by
regulatory influences which suggest that a portion of the allowance for "credit losses" be
allocated to each and every potential type of credit loss they can envision. While we would not

object if the Guide were revised to reflect industry practice, our discussion below reflects a
differentiation that must be addressed if the broader industry perspective is rejected.
It is the view of Wells Fargo that probable loss from any obligation to extend credit, which
would become a loan iffunded, should be included in the allowance for loan losses.

That definition of what should be covered by the allowance for loan losses acknowledges, for
example, that the following should be excluded from the allowance for losses: loans sold with
recourse (particularly since EITF 92-2 indicates "the obligation recorded...should include all
probable credit losses over the life of the receivables transferred and not only those measured
and recognized in accordance with Statement 5"); risk of failure of a counterparty to a derivative
contract to pay amounts due; risk from off-balance-sheet financial instruments that must be
written off immediately if funded since they do not provide for a claim against the account party
(bank’s customer); and interest receivable, unless it is included with the loan balances (most
banks present separately the short-term interest receivable and use the direct charge-off method).
For the remainder of the so called "off-balance-sheet instruments subject to credit risk," there
seems to be a misunderstanding that arises from lack of clear definitions. For example, a loan
is not defined. Discussions of the topic refer to loan commitments as a separate "financial
instrument." That is the heart of the confusion. These are loans; there is no separate instrument
or commitment. A loan is an obligation to extend credit. One aspect of the loan agreement
considers the timing of disbursements and can include such common disbursement schedules as
over time in proportion to the construction of the asset financed (construction loan), as
determined by the borrower for working capital (revolving line of credit) or for contingent
disbursement depending on the occurrence of specified future events, as well as disbursement
at origination/close of the loan.
Lenders and regulators seem to use the word "commitment" differently than some accountants
appear to. The lender/regulators’ commitment is the total dollars the lender is obligated to lend
and discussions focus on the used and unused portions of the commitment (see for example item
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1 of the instructions to the Call Report schedule RC-L). The used portion of the commitment
generally refers to the funded portion of the commitment. The funded portion is what many
accountants refer to as a "loan." But, that is incorrect; it is merely the funded portion of the
loan. So, the proper assessment of impairment should focus on the contractual terms of the loan
agreement. It appears that the ED will require the credit risk from a loan to be arbitrarily split
into two portions. We do not believe that is a meaningful exercise. For example, at the point
in time when a loan of $1,000 has outstandings (funded amount) of $600 and loss of $100 is
expected (based on an assessment of contractual terms of the loan including the expected total
outstandings of $1,000), how is the necessary accrual allocated to the allowance as contrasted
with the proposed liability for credit losses? When additional amounts are funded, then do we

need to be moving allocated amounts around between the allowance and the liability? And, how
are the "provisions" to establish the allowance and liability to be presented? ¶ 7.26 implies that
the provisions should be combined. Is that the proper presentation when some of the liability
relates to loans sold with recourse; shouldn’t that be included in gain/loss from sale of loans?

These questions have not been answered in practice and we do not believe that these matters for
which industry practice does not exist should be decided in the process that results in a Guide.

The ED contains another definitional problem related to this matter in ¶ 6.112 where it discusses
an alternative practice called "Loans in Process" (LIP). This seems to be yet another word for
what banks and their regulators call commitments. If the LIP practice is used, does that make
the commitment an on-balance-sheet instrument and thus immune from the issue discussed
above?
Other Comments:

(These comments are presented in the order of the chapters of the ED in which they
appear)

Chapter 5
We believe that FASB did not intend to interpret, especially for equity securities, nor change
practice with respect to the application of other-than-temporary impairment (see footnote 5 and
paragraph 114 of FAS 115). In paragraph 5.56, we believe that existing practice and the
AICPA’s own literature should be given equal prominence with the new guidance added by FAS
115. While it might make sense for FASB to refer to existing literature by footnote in order to
emphasize the new guidance when preparing a Standard, that objective is not the point here.
Elsewhere, the Guide attempts to integrate the guidance provided by various sources and that
is appropriate for this topic as well. We make this suggestion because we do not believe that
the Guide should leave the impression that the determination of the amount of impairment to be
recognized is a rigid or nonjudgemental process, for example that fair value is the market value
on the date a write down is recorded. Rather, the distinction between temporary and persistent
or other than temporary is largely undefined. The determination as to whether a decline in fair
value is judged to be other than temporary is effected by many factors such as general market
conditions, prospects for the economy as a whole or by specific information pertaining to an
industry or individual security issuer.
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Another reason it is inappropriate to literally require assets to be written down to fair value is
that hedged available-for-sale securities will have the hedge gains recorded in the equity
accounts, not the securities accounts, and the combination of the two (unrealized losses in the
asset account and hedging gains in the equity account) is a consideration in determining if, and
how much of, a write down is required.

Since paragraph 5.53 has gone so far as to point out RAP/GAAP classifications by stating that
certain securities may be classified as loans, it should be noted that securities may be reported
in other assets as well for regulatory purposes, for example CMO residuals (see the Call Report
Instructions for schedule RC-F, item 4).
It seems that the scope of Chapter 5 should be the same as FAS 115 and should clearly state in
the first paragraph, or at least in paragraph 5.54, that the guidance does not apply to equity
securities accounted for by the equity method nor investments in consolidated subsidiaries. Since
these excluded securities'- are "investments" too, we question the value of using the term

"investments" in the chapter title and certain other discussions as that term has no definition.
As pointed out in 5.53, there is no longer a direct link between "certain securities" (FAS 115’s
scope) and regulatory classifications of securities. And furthermore, as pointed out in paragraph
117 of FAS 115, not all securities within the scope of FAS 115 need to be presented under any
specific caption on the balance sheet (see paragraph 5.77, "classified as a restricted investment").
So, the chapter needs a clear indication of what its intended scope is.

We question why the term "wash sales" is used in paragraph 5.70 as the genesis of that term is
primarily from the tax code and relates to deductibility of losses. Since the AICPA has dealt
with this issue in SOP 90-3, it seems that the topic should be referred to as exchanges of
substantially the same securities.
confusing.

The term "Wash Sales" may be antiquated and possibly

Chapter 6
We would like to point out that section 6.43 is outdated; see the interagency appraisal and
evaluation guidelines dated October 27, 1994.
In paragraph 6.66, it is not clear why it is suggested that "The methods and significant
assumptions used to estimate the fair value of loans" should be disclosed in the significant
accounting policies footnote. We see no discussion in chapter 6 of a situation where this is
appropriate accounting; if this is a reference to FAS 107 disclosures, such should not be

confused with an accounting policy. If FAS 107 needs to be mentioned at all, it should be in a
separate section of the Guide (or at least such disclosure should clearly be differentiated from
accounting, if retained within each section).
In paragraph 6.67, we disagree with the suggestion that loans in process should be disclosed.
If this disclosure, is retained, it should be stated in the same vein as paragraph 6.112, to make
clear this is not a required disclosure since it is not a universal practice ("Depository institutions
sometimes record...").
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We believe that all references to "in-substance foreclosures" should be deleted from the Guide,
for example paragraph 6.56. By the time the Guide is issued, all financial institutions will have
been required to adopt FAS 114 which renders this concept obsolete. There is no benefit to
preserving this historical artifact.

Chapter 9
We believe the guidance in paragraph 9.9 contradicts FAS 114, paragraph 13 which states that
"...a creditor shall measure impairment based on the fair value of the collateral when the
creditor determines that foreclosure is probable" and "A creditor shall consider estimated costs
to sell, on a discounted basis, in the measurement of impairment if those costs are expected to
"reduce the cash flows." Since foreclosed assets are presumed held for sale, costs to sell will,
obviously, reduce the cash flows. So, such loans are already carried at fair value less costs to
sell at (by the time of) foreclosure. The objective of SOP 92-3 was to force foreclosed assets
to be carried at fair value less costs to sell, regardless of FAS 15’s fair value standard. So, the
little two-step process of SOP 92-3 (at foreclosure and subsequent to foreclosure) was created

to achieve the desired result. However, with the arrival of FAS 114, costs to sell will be
provided for in the allowance for loan losses. Therefore, there is no difference between the net
carrying amount (defined in footnote 2 of FAS 114) of the loan and the fair value of the
foreclosed asset, minus costs to sell. As a result, any difference between the loan’s recorded
investment (defined in footnote 2 of FAS 114) and fair value of the collateral less cost to sell
should be charged to the allowance for loan losses at the time of foreclosure.
We feel that the term "foreclosed assets" has a high likelihood of being misunderstood.
Therefore, we suggest that some clarification such as provided in footnote 1 to SOP 92-3 be
brought forward into the Guide. In essence, any asset taken in satisfaction of debt, regardless
of how obtained and regardless of whether or not it was collateral for the loan, is a "foreclosed
asset."

Paragraph 9.15 states that the equity method should be used to account for ADC arrangements
accounted for as investments. We believe that the equity method has specifically been rejected
by the results of the deliberations at the July AcSEC meeting. Therefore, we believe that any
farther interpretation of ADC accounting, including any reference to the equity method, should
be deleted from the Guide, pending the outcome of the separate project (proposed SOP) on these
matters.

Chapter 14
Paragraph 14.31 - "Separate balance sheet presentation of current refundable income taxes or
income taxes payable and deferred income taxes for each tax jurisdiction . . .should be made."

This language implies placement of both current and deferred taxes for federal, state and foreign
(if applicable) jurisdictions on the face of the balance sheet in a way that exceeds the
requirements of FAS 109.

The guidance should be revised to eliminate confusion existing in

the ED between the components within the tax computation which must be recorded separately
with a requirement to present a separate line item on the balance sheet. The detail of significant
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components of net deferred tax assets and liabilities contained in the footnotes to the financial
statements provide the reader with sufficient detail to understand a financial institution’s tax
position.
However, if it were considered necessary to disclose separate jurisdictional
information, the footnotes to the financial statements would be a more appropriate placement of
this disclosure.

Chapter 17
We believe it might.be beneficial to mention the Comptroller’s Handbook for Fiduciary
Activities, issued by the OCC, as an additional reference for description of the activities and
issues unique to banking activities covered by this chapter of the Guide.

Thank you for the opportunity to present our views. We will be pleased to discuss any of these
issues or respond to questions you may have with respect to our comments.

Sincerely,

The Institute of Internal Auditors

December 6, 1994

249 Maitland Avenue
Altamonte Springs, Florida 32701-4201
(407) 830-7600 Ext 288
FAX (407)831-5171

James F. Green
Federal Government Division - File B-l-500
AICPA
1455 Pennsylvania Avenue NW
Washington, DC 20004-1081

Dear Mr. Green:

The Institute of Internal Auditors (IIA) is pleased to submit the
following comment to the AICPA's Exposure Draft on the Proposed
Audit and Accounting Guide for Banks and Savings Institutions.

The IIA does not believe the "Proposed Guide" gives adequate weight
to the reliance which can be placed upon the work of the internal
auditor.
While there is reference to SAS 65 on page 39, the
specific wording does not adequately describe how the internal
auditor's work can add value to the work of the external auditor
and also help minimize cost. Used properly, the internal auditor
can assist the external auditor in evaluating the components of the
system of internal controls.
We recommend that Paragraph 3.28, Internal Audit Considerations, be
revised to state:
SAS No. 65, The Auditor's Consideration of the Internal Audit
(AICPA,
Function in an Audit of Financial Statements
Professional Standards, vol. 1, AU sec. 322), provides
guidance on the external auditor's consideration of many
factors in determining the nature, timing, and extent of
auditing procedures to be performed.
One of the factors is
the existence of an internal auditing function. This section
guides the independent accountant in becoming knowledgeable of
the effectiveness of the internal auditing program(s);
understanding the internal auditor's evaluations of the
internal control structure; recognizing the internal auditing
results and the related effect(s) on the scope of audit; and
using internal auditors to provide direct assistance to the
external auditor, in an audit performed in accordance with
generally accepted auditing standards.

Thank you for this opportunity to respond.

Regards,

William G. Bishop III, CIA

One Boatmen’s Raza
St Louis. MO 63101

Telephone 314 425 0500

Price Waterhouse llp
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Mr. James F. Green
Federal Government Division. File B-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington. D.C. 20004-1081

Dear Mr. Green:
We appreciate the opportunity to comment on the Exposure Draft of the AICPA Proposed
Audit and Accounting Guide. Banks and Savings Institutions, dated August 31,1994 ("the
Guide"). The body of this letter will focus on the "Specific Issues for Comment" contained
in the Exposure Draft and certain other key issues raised in our review of the Guide.
Attached to this letter as Attachments I and II are detailed comments relating to specific
paragraphs within the Guide.

Issue 1: Scope
We believe that the scope of the Guide is appropriate; however, the Guide should specify
that certain requirements may not be applicable to uninsured institutions. In addition, it
should be noted in the Guide that it does not address all of the regulations that the SEC.
Federal and State banking agencies, or other regulators may require.

Issue 2: Income Recognition for Impaired Loans
We believe that the final Guide should not attempt to provide definitive guidance for
income recognition on impaired loans. Instead, it should provide direction on the
accepted industry practices and existing regulatory and accounting guidance in this area.
We believe that the diversity of accepted income recognition methods for impaired loans
does not allow for a consensus as to the best or most appropriate method. In October
1994. the FASB issued Statement No. 118. Accounting by Creditors for Impairment of a
Loan - Income Recognition and Disclosures, which eliminated the income recognition
provisions of Statement No. 114. In reaching this decision, the FASB concluded that the
changes proposed in Statement No. 114 would not have eliminated inconsistencies in
the accounting for income on impaired loans because, among other reasons, those
provisions permitted a choice between two methods for recognizing income on impaired
loans. Currently, income recognition guidance issued by the Federal Financial Institutions
Examination Council and the AICPA, among others, is being followed by various financial
institutions. This creates a large, diverse base of methods and approaches to income
recognition, the strengths and weaknesses of which are best addressed in a separate
forum. Presentation of example income recognition methods should include a statement
that practice is varied and the approaches shown are used for illustrative purposes only.
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Therefore, we believe that the Guide would be most useful if it summarized generally
accepted industry practices and existing sources of regulatory and accounting literature
that should be referenced in addressing income recognition on impaired loans.

Issue 3: Derivative Financial Instruments
The issue of disclosure about derivatives has been addressed with the issuance of FASB
Statement No. 119; therefore, the Guide should include appropriate references to FAS
119.
Accordingly, paragraph 15.74 of the Guide should be replaced with the
requirements contained in FASB Statement No. 119.

Issue 4: Loan Accounting
It should be explicitly stated that the aggregate loan balance reported in the balance
sheet should be shown net of both the allowance for loan losses and unearned income.
It is common practice to show all three components of loans, net" on the face of the
balance sheet.

Issue 5: Miscellaneous Disclosures
We agree with the elimination of the disclosures related to the amount and number of
shares of Federal Home Loan Bank stock pledged as collateral for FHLB borrowings.
As for the information related to deposits, we believe that this is useful information and
that it should continue to be a required disclosure.
We do not believe that the additional proposed disclosures for banks regarding
repurchased agreements are warranted. The proposed disclosures are too extensive in
comparison with those for other short term instruments.

Issue 6: Trust Services and Activities
An increasingly complex variety of investment and trust related services and products are
being offered by banks under the umbrella of the trust department or trust company.
Accordingly, it might be appropriate to expand the level of information provided on trust
activities and related reporting requirements to assist the independent accountant in
examinations associated with trust functions. Consideration should also be given to a
potential review of this section of the guide by legal counsel familiar with trust legal
indentures and regulations for expansion of this section in the future.

Issue 7: Disclosures About Regulatory Matters
We believe that the proposed disclosures about regulatory capital and related matters are
not appropriate as part of audited financial statements. We believe that the assertion that
management is in compliance with its regulatory capital requirements is inconsistent with
the other assertions inherent in the financial statements. Further, managements assertion
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about capital compliance is a potentially material assertion relative to the financial
statements as a whole.

Our conclusion is based on the following considerations:

•

There is no set of comprehensive objective measurement criteria to allow an auditor
to opine on the assertion requested of management.

•

The lack of comprehensive objectivity in regulatory capital determinations is likely to
become greater given recently announced regulatory positions.

•

Establishing and enforcing regulatory capital levels is a primary tool for achieving a
variety of supervisory objectives as indicated by the prompt corrective action powers
given the regulators under the FDIC Improvement Act of 1991 (FDICIA). Wide
discretion rests with regulators to change what might appear to be an objectively
determined capital threshold for an institution. This is particularly true when the
regulators believe that the operations of the institution are "unsafe and unsound".

•

Regulators have been unwilling to provide formal corroborative representation to
independent accountants regarding their assessment of regulatory matters which
might affect whether an entity will continue as a going concern.

Factors not susceptible of corroboration through auditing techniques
While the foundation of the risk-based capital guidelines is a fairly objective set of risk
weighting and conversion factors, there are critical considerations made by examiners in
determining capital compliance which are not objectively-based. For example, under
FDICIA the regulators are able to take prompt corrective action against institutions that
are operating, to some degree, in an unsafe and unsound manner by requiring additional
amounts of capital to be held to meet one of the capital categories. The reasons for an
"unsafe and unsound* determination may not relate solely to the adequacy of capital. If
the regulators have a concern about subjective factors which only indirectly affect
financial viability such as the quality of management or relative compliance with laws and
regulations, the regulators may downgrade an institution one or more capital categories.
If the most expedient means to deal with supervisory concerns is through such prompt
corrective capital action, then these subjective supervisory determinations, if not timely
communicated, override and invalidate the assertions management would be making in
the financial statements.

There are other instances where capital is required to be held without any objective
guidance as to amount. Concentration risk and risk of non-traditional activities are
required by law to be adequately covered by an institution's risk-based capital levels. The
agencies have promulgated regulations requiring that management provide for such risks
in planning capital needs and meeting capital guidance. But the agencies acknowledged
that they could not set forth guidelines on how such risks could be objectively measured,
discussing only broad concepts which should be considered.

Mr. James F. Green
December 5, 1994
Page 4

Moreover, certain pending and future accounting and regulatory determinations will likely
increase further the non-objective measurability of capital adequacy, including:

•

The regulatory agencies have announced that they will not include the FAS 115
adjustment to equity for available-for-sale securities in the calculation of regulatory
capital. To ensure that their supervisory objectives are met, the agencies will require
that examiners determine when and to what degree risk-based capital ratios should
be adjusted when significant or sustained unrealized losses exist in the available-forsale portfolio.

•

The FASB is actively considering the "FAS 115 approach” for hedge accounting,
perpetuating the concept of adjusting equity directly for unrealized movements in
market prices. This too will potentially increase the level of subjectivity of the capital
determination process as risks from hedging and related positions are considered
by examiners for risk-based capital purposes.

•

The current regulatory proposal on recourse will allow examiners to assert that
Implicit" recourse or credit enhancement exists in a transaction or series of
transactions that do not contain explicit recourse provisions. For example, the timing
and circumstances of the origination of a second mortgage on a first mortgage that
is subsequently sold will be evaluated by examiners to determine, based on their
judgment, if implicit credit enhancement is being provided.

The agencies have been unwilling to make formal representations about the
existence of non-communicated supervisory concerns
Because of the significance of potential judgmental supervisory adjustments to capital,
such as those outlined above, we believe that a written determination or representation
from the regulators as to the adequacy of capital and the existence of any non
communicated supervisory concerns that might affect capital adequacy is essential to an
auditor's association, in an audited footnote, with the requirements that the Guide
proposes.
To date, the agencies have essentially rejected requests for similar
representations as part of the attestation responsibilities of independent accountants
under FDICIA. The FDIC has actually prohibited examiners from responding to such
requests.

Conclusions
We appreciate the need of investors and other readers to understand the implications of
regulatory capital rules on an entity's ability to continue as a going concern. However,
for the reasons described above, we strongly oppose the proposal for the disclosure of
an entity's capital ratios and managements asserted compliance with the capital rules in
an audited footnote to the financial statements.
Separately, we believe that highly rated institutions should be subject to the same
disclosure requirements as all other institutions.

Mr. James F. Green
December 5, 1994
Page 5

Other Matters
Following are other general comments about the Guide.

•

With respect to Chapter 14. "Income Taxes", we support the rewritten version which
will be submitted by the AICPA Bank and S&L Tax Committee.

•

We suggest that a glossary of terms be added to the Guide, similar to the Glossary
which appears in the AICPA Industry Audit Guide. Audits of Banks.

\Ne would be pleased to discuss our comments with you.

Very truly yours;

Price Waterhouse LLP
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Chapter 1 - industry Overview
Paragraph

Comments

1.4

A brief discussion of the recently passed legislation on interstate banking should
be added.

1.10

"...Certain authority over the activities of independent accountants..." is strongly
worded and should be modified to describe the interaction between banking
agencies and independent accountants.

1.11

The regulatory approach to supervision of depository institutions should make
reference to periodic filings of Call Reports and Thrift Financial Reports.

1.15

Interest earned on assets and owed on liabilities is not necessarily contractually
established for a period of time (e.g., interest-bearing transaction-type deposits).

1.16

In the example assuming an increasing interest rate environment, rate-sensitive
assets funded by longer-term, fixed-rate liabilities (as described in the last
sentence) do not present a risk of decreasing net interest margins. Accordingly,
we suggest that the words, "in a decreasing rate environment" be added to the
end of the last sentence in the paragraph.

1.17

An institution's ability to monitor and estimate prepayment rates should be
included as a technique to minimize interest-rate risk.

1.15-1.22

Proposed and recent regulations adding an interest-rate risk component of
regulatory capital should be discussed.

Chapter 2 - Regulation and Supervision
2.31

"..Tier I capital (as defined)" should specify where it is defined, either within the
Guide or other authoritative guidance.

2.48

Paragraph should specify that the information is to be presented as unaudited.

2.51

If the disclosures in paragraphs 2.48-2.50 are ultimately required, then the Guide
should provide guidance on what constitutes a "significant subsidiary”.

2.81

Add as a GAAP/RAP difference the requirement that related party transactions be
recorded at fair value.
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Comments

2.90

Append to the end of the paragraph the following:
Additional guidance with respect to the review of the independent accountants'
workpapers by examiners is provided in AU Section 339 and related
interpretations.

2.108

If the disclosure requirements of paragraphs 2.48-2.54 are maintained, require
that auditors request a determination or representation from the regulators that:
•

They do not disagree with managements assertion of compliance with
capital requirements at the balance sheet date.

•

There are no matters of which they are aware that would affect
managements assertion.

Provide guidance to practitioners on the effects that failure to obtain these
representations has or may have on the scope of their work and on the report
that they issue.

Chapter 5 - Investments in Debt and Equity Securities
52

Regarding the reference that the interest income from U.S. Treasury securities is
exempt from state and local taxes: some states do, in fact, tax this income;
therefore, the sentence should be prefaced by "generally” as to read “Generally,
the income they provide is exempt...”

5.5

Last sentence - Most tax exempt bonds held as investments by banks are, in
fact, purchased in the secondary market and not in the primary market through
the competitive bidding process.
Consider a discussion that most institutions' investment in tax exempt obligations
are in issues deemed "bank qualified". Such status is determined in accordance
with legal criteria. Reference reader to paragraph 14.18.

5.31

Consider deleting the comparison of usefulness of a premium IO versus a
discount IO. A premium IO would tend to experience more prepayments in a
falling rate environment compared to a discount IO, because the underlying
mortgage rates are already in excess of current rates before consideration of a
rate decline. The rate on underlying mortgages of a discount IO would merely
move toward the "in the money” point in a failing rate environment and would

2
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Comments

have to pass through that point to a level sufficient to entice underlying borrowers

to prepay.

It should be sufficient to state the general risks and prepayment characteristics as
discussed beginning with the second sentence of paragraph 5.31.

Alternatively, consider expanding the discussion of reasons for differences in
performance of premium IO and discount IO similar to that in paragraph 5.33 for
POs. Paragraph 5.33 discusses more specifically why the performance of
discount and premium POs differ given the same rate scenarios, yet the
discussion in paragraph 5.31 is not as exhaustive with respect to the IO
discussion.

5.46

Consider a similar discussion for Federal Reserve Stock. Discuss requirements
for member institutions to hold stock. Address appropriate classification within
investments on the balance sheet.

5.53

Paragraph should include examples of instruments which might "fit" the definition
of security for FASB Statement No. 115, but be considered loans for regulatory
financial reporting.

5.60

FASB Statement No. 119 has now been issued. Revise paragraph to incorporate
FASB Statement No. 119 and delete footnote 6.

General

Consider a discussion of the procedures the independent accountant should
consider when investment security transactions are processed by a third party
service bureau. SAS 70 (AU 324.03) provides a discussion and examples of
situations that may be applicable in an audit of the securities area.

Chapter 6 - Loans
6.7

The types of risks described under "insider Risk" could apply to any loan not just
insider loans. The point to be made here is that there is a risk that insider loans
may be made using lax credit standards compared to normal loans. The terms
of such loans may not be at arms-length.

6.46

Update for FASB Statement No. 118

6.65

Written put options are typically accounted for on a mark to market basis.
Therefore, is the accounting for a "performing" loan commitment expected to be
on a mark to market basis?
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6.78

Describe or elaborate on the term, " financial statement assertions about loans".

6.80

It would help the reader if the list were categorized under factors such as
economic, management, etc.

Chapter 7 - Allowance for Credit Losses
General

Please refer to detailed changes to Chapter 7 which are attached as Attachment
II. Many of these changes are drawn from the December 21,1993
Interagency Policy Statement on the Allowance for Loan and Lease Losses.

Chapter 8 - Loan Sales and Mortgage Banking Activities
8.10d.

This section discusses loans held for sale which are transferred to loans held for
investment. There is no discussion about affiliate transactions and how they are
handled. We would suggest adding a phrase at the end of this sentence, "unless
the loans were originated exclusively for an affiliated enterprise in which case they
should be transferred at the originator's acquisition cost.”

8.11

Insert the words, "as amended by FASB Statement No. 115," after the words,
"FASB Statement No. 65."

8.14

With regard to the discount rate used in the initial recording of excess servicing,
we would add the following:

"Given the relative risks involved in the respective assets, the discount rate used
in recording excess servicing should generally be higher than the coupon of the
underlying mortgage backed security."

Since the MBS is collateralized by the underlying mortgages and excess servicing
assets are not, it is reasonable to assume that the excess servicing asset carries
additional risk and would warrant a higher discount rate.
With regard to prepayment estimates; we would add the following:
"Market estimates of prepayments are available through mortgage backed
securities dealers or through financial markets information services."

Recent prepayment experience during the refinancing booms of 1992 and 1993
would indicate that past experience is not a particularly good indicator of future
prepayments.
4
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8.17

Append to the end of the paragraph the following:

The appropriateness of these probable credit losses should be measured on a
periodic basis in accordance with FASB Statement No. 5.

8.19

We believe that purchased servicing rights should be amortized in proportion to
and over the life of future net servicing income (revenue less costs), not merely
the revenue stream as the current text Implies. We suggest changing the wording
“...future service fee income" and ”... future net servicing fee revenue stream..." to
"future net servicing income".

822

The paragraph should reflect the issuance of EITF 94-5, which clarifies the
guidance provided in EITF 89-5. We suggest adding the following:
"EITF Issue No. 94-5, provides that if the seller retains risk attributable to
uncertainties caused by prepayments, credit, or similar risk, then the transaction
cannot be recognized as a sale until those uncertainties have been resolved.
Further, the use of a cap to limit the seller's retained risk would not change the
accounting for the transaction."

825

As in paragraph 822, this paragraph should also reflect the issuance of EITF 945.

828

With respect to the discussion of cash flows, reference should also be made to
4.12 - 4.13 of the Exposure Draft which discusses FASB Statement No. 104.

8.34

The meaning of: "Loans sold with servicing retained are properly identified for
derecognition is not clear. We suggest clarifying the term "for derecognition".

8.36

Insert the following into the fourth bullet:
Assess whether probable credit losses have been appropriately evaluated and
recorded.

General

Chapter 9
928

Consider inclusion of a discussion of bulk sales under "Sales of Loans" section.
Bulk sales typically have a different set of audit implications (i.e., steeper
discounts) than other more traditional loan sales. Also, consider a discussion or
explanation of sales of loans and servicing rights.

Real Estate Investments, Real Estate Owned, and Other Foreclosed Assets
The sentence referencing to SAS 11 should be revised to SAS 73.
5
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Chapter 12 - Federal Funds and Repurchase Agreements
12.1

Insert "types of between "two" and "transactions".

12.4

2nd line and 4th line refer to a "specified date" and a "specified future date." In
certain repo-reverse repo transactions, a date is not specified at inception of
contract (commonly referred to as "open repos" or "GTC - Good Till Cancelled
repos")

12.9

Last line - replace "at the request" with "upon mutual agreement" and replace "or"
with “and".

12.12

4th sentence should be deleted as fifth sentence makes same point more
thoroughly.

12.15

Instead of comparing a repo/reverse repo transaction to two loans, why not just
refer to them as collateralized borrowings/lendings - much clearer and
understandable from a banking perspective and reader still sees it as one
transaction which it truly is. Also, delete last sentence. If market prices go down,
buyer-lender will be eager to return the devalued security and get their cash
back!

1220

Slightly misleading as FIN 39 applies to netting of repos/reverse repos and not
netting of cash versus collateral of same transaction. Delete last sentence re: FIN
39.

12.24

Consider referencing to the proposed FASB Interpretation that modifies FIN 39
regarding the offsetting of amounts related to certain repurchase and reverse
repurchase agreements.

1225

Should the disclosure of the average rates and balances be made individually for
fed funds and repos or for the total balance as a whole?

1226

Last sentence refers to financing transactions. There is no discussion as to
where activity should be reflected in the Statement of Cash Flows (financing for
matched book and investing for investing activities?)

1228

Re: repos netted against reverse repos under FIN 39 and reflected net on
balance sheet, should we comment here on related interest income/expense on
repo/reverse repo also being reflected net in income statement?
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12.39

Consider listing as additional objectives:
•
•

Assessing policies re: valuation of collateral
Assessing management reporting and ascertaining whether all risks are made
clear (including intraday risk)

12.46

6th bullet - impractical for audit of larger banks to review financial statements of
repo counterparties.

General

Guide does not address accounting for "repos to maturity" (a repo whose end
date coincides with maturity of the underlying instrument) or "forward repos"
(repos agreed to be entered into at a forward start date).

Chapter 13 - Debt
13.5 -21

No mention of medium term notes which is another form of short term financing.
No specific mention or guidelines are provided as to capital leases and their
accounting.

13.16

CMOs are discussed in detail in Chapter 5. Discussion here should refer to
Chapter 5 and highlight the circumstances where a CMO should be considered a
debt transaction.

13.19

The specifics dealing with the IRC code should be deleted and only refer to
possible tax implications of these types of instruments, not making the guide
susceptible to obsolescence when the IRC section changes.

1323

"...planned rapid growth, as defined," reference to where it is defined should be
made. Such change would make the guide very helpful allowing the reader to
look for such definitions much more quickly.

1327

A threshold percentage of significant categories of borrowings which should be
presented as separate line items (like 5% of total liabilities) should be specified to
provide more uniformity (such as the SEC requirement.)

1328

The guide should specify in which line item of the income statement the dividend
from redeemable preferred stock should be included.

13.31

A reference to which type of debt can be treated as Tier II or Supplementary
capital or a reference to another citation would be helpful.

7

Attachment I

Paragraph

Comments

13.39

Reference to residual interest in the collateral should be clarified so as to
differentiate between the residual interest discussed in 13.38 (a.) which discusses
the economic benefits embodied in the collateral securing the obligation, and the
“residual" tranche which is normally referred to in relation to CMOs; terminology
could be confusing.

13.42

We understand that the practice described in this paragraph is inconsistent and
may fall short of GAAP when analyzed in relation to accounting for loan losses.
We believe that it might be appropriate to record an obligation not just when
specific risk of loss exists, but when an amount similar in nature to the loan
general valuation allowance might also be accrued.

13.44

In subsection (a) consider stating that Fed Funds with maturities longer than one
day should be included as short term borrowings. The purpose of the audit
objective in subsection (b) is unclear. We do not believe that item (b) should be
a primary audit objective of the debt area.

13.52

The eighth bullet should state that the IPA should consider requesting the
institution to obtain a SAS 70 letter.

Chapter 15 - Futures, Forwards, Options, Swaps, and Similar Financial Instruments
15.1

While many depository institutions use derivatives only to manage risk and to
profit from changes in market prices, many larger institutions also act as market
makers and profit through structuring and selling such financial instruments to
clients.

15.35

The first sentence describes the objective of hedging as "locking in the prevailing
price" at the time the hedge is entered into. It should be noted that a perfect
hedge is not usually attainable because when market rates change, the "prices" of
the hedges and the underlying securities actually do change.

15.45

It should be noted that the resulting positions from market-making activities are
often hedged.

The last sentence in the same paragraph states that the financial instruments
used for market-making are "generally" included in trading account assets. We
are not aware of any exceptions to this general rule.

15.49

The second bullet point in paragraph b. refers to a hedge of positions carried at
market value. However, the third sentence (inside the parentheses) in paragraph
c. again describes the situation where the hedged positions are carried at market

8
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15.49

value and the gains and losses on the hedge instrument should be reported
currently. The discussion of hedges for positions carried at market value in
paragraph c. (accrual accounting) is likely to confuse the reader.

15.64

The last sentence states that some institutions account for purchased options at
LOCOM and written options at higher of proceeds or market. We believe that
such accounting is rare in practice and don't believe that this treatment is
justified.

15.66

Consider including the concept that asset/liability management swaps should not
be frequently terminated so as not to appear like a speculative activity.

15.75

Add an item stating that instruments are properly valued and assessed for credit
risk.

15.78

An effective internal control structure should also include the following:
•

•

Adequately inform senior management of the risks and exposures associated
with the use of these instruments on a timely basis.
Provide reasonable assurance that the instruments are property valued.

15.79

The last sentence implies that there is a causal relationship between inherent risk
and control risk which we do not believe is appropriate.

15.80

The second bullet point emphasizes the importance of transaction limits and
authorization procedures. There should also be a discussion of the management
of risks in terms of market limits, position limits, and credit limits.

There should be an added bullet point which addresses the need for proper
controls over the valuation and mark-to-market of positions.

There should be an added bullet point on the need for proper cash
reconcilement, since this is a useful control for detecting fraud.

Under the Management Review bullet point, management review of market and
credit exposures and limits should be added.
15.84

This paragraph may be applicable for small institutions with limited trades. For a
large bank with high dealing volumes, confirmation of positions and cut-off
information is impractical and ineffective.

9
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General

Describe the practice of using valuation reserves and note that valuation reserves
can have a significant impact on the financial statements.

Besides market and credit risks, there are other types of risks associated with the
use of derivative instruments which should be addressed in the Guide, such as:

•
•
•
•
•
•

Liquidity risk
Country risk
Legal risk
Technological risk
Fraud risk
Operational risk

Chapter 16 - Business Combinations
162

Append to the end of the paragraph:

The form and content of this opinion is not clearly defined by authoritative
literature nor the OTS.
Outline the applicable authoritative guidance related to the GAAP letter given to
the OTS.
162 -16.3

Consider addressing the regulatory review and approval process that must be
performed prior to effecting a business combination or branch acquisition and
that this approval process is unique to regulated financial institutions.
Address factors the regulatory agencies consider in approving an application
such as CRA, CAMEL, anti-trust, etc.
Address the interstate banking laws and restrictions.

16.4

Item a.- add “and related Accounting Interpretations thereof issued by the APB"
after "Business Combinations".

Consider referencing the OCC Bank Accounting Advisory Series as source of
accounting guidance.

16.7 & 16.8

Consider adding discussion of the distinction between FASB Statement No. 72
goodwill (the excess of fair value of liabilities exceeds the fair value of assets
acquired and is amortized over the life of interest bearing assets) and APB 17
goodwill (excess of purchase price over fair value of net assets). Accordingly, in
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the acquisition of troubled institutions, two “layers" of goodwill could occur that
would be accounted for differently.

16.10

Include language indicating that the assumption of deposit liabilities typically
involves the payment of a premium on the deposits assumed and must be
accounted for in accordance with APB 16 and FASB Interpretation #9.

16.14

The references to paragraph 16.9 (negative goodwill) should actually be
paragraph 16.12.

1620

Item g - Change the word "in" to “to" so as to read "...put back to the institution”...

1626

In the first line, add "to” after relating so as to read "and procedures relating to
financial reporting".
Second bullet point - Change "asset” (singular) to "assets” (plural).
Add the concept that an effective internal control structure may also include
proper controls and approvals to negotiate and consummate the acquisition by
the requisite levels of management.

1628 or 16.4 The SEC has issued, in ASR 146 and 146-A, certain interpretations of criteria
necessary to apply pooling of interests accounting. Consider referencing the
reader to these in Paragraph 1628 or in the listing of various accounting
guidance in Paragraph 16.4.

1629

Consider emphasizing that core deposit studies are often performed internally or
by external consultants in order to assign values to core deposit intangible
assets. An independent accountant should review the assumptions used, such
as deposit runoff assumptions, and perform other procedures and tests including
those outlined under SAS No. 73 in order to obtain sufficient evidential matter to
support amounts recorded.

General

The Appendix of this document includes such items as guidelines for the
independent accountants* participation in director's exams, an engagement letter
for a director's exam, etc. Should other standard type letters also be included
such as an engagement letter for an institution regulated by the OTS, standard
loan servicing letters, etc.?
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Chapter 17 - Trust Services and Activities
17.1

This section ignores many of the other reports and audit work that independent
accountants may be engaged for, including; corporate trust, Options Clearing
Corporation, New York Stock Exchange, American Stock Exchange and SEC
requirements.
First sentence should be adjusted to read: "Independent accountants may
primarily ...(a) report on trust company financial statements and common trust or
mutual funds...".

The language used in the phrase "... (c) report on the internal control structure
over financial reporting in the institution's trust department." is similar to that used
in SSAE No. 2 " Reporting on an Entity's Internal Control Structure Over Financial
Reporting". SSAE No. 2 is effective for an examination of management's
assertion on the effectiveness of an entity's internal control structure over financial
reporting. However, footnote 2 refers the reader to guidance included in SAS No.
70, "Reports on the Processing of Transactions of Service Organizations" and
SAS No. 35, "Special Reports - Applying Agreed-Upon Procedures to Specified
Elements, Accounts, or Items of a Financial Statement." The phrase should be
reworded to more closely follow the language of SAS No. 70 such as ; "(c) report
on the trust department's description of the policies and procedures that may be
relevant to a user organization, on whether such policies and procedures were
suitably designed to achieve specified control objectives, whether they had been
placed in operation as of a specific date and whether the policies and procedures
that were tested were operating effectively" in order to align the language with the
footnote.
17.2

First sentence should be adjusted to read: "Trust services and activities consist of
fiduciary services and many other services related to investments, security
transactions, custody, etc. provided to trusts, individuals, corporations,
governmental entities, charitable organizations, foundations and endowments and
many other customers."

17.4

Sentence should be adjusted to read: "Trusts can be broadly categorized as
personal, corporate, or employee benefit (including institutional trusts)."

17.5

Agency relationships described in item d. can be managed or directed
relationships.

Items e. and f. are not personal trusts but are simply by-products of administering
the assets of a trust account, whether they be personal or employee benefit
trusts.
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17.6

a. through d. are not "trusts" but are services provided under agency agreements
or contracts by the trust department The a. through d. items should be separated
as "services" provided by corporate trust departments.

The sentence under "a." should read "Under a transfer agent agreement, the trust
department..". Transfer agency services are not performed under a trust
indenture but under a services agreement or contract. Similarly, the wording
under b.. c.. and d. should also be revised as these services are not performed
under trust indentures but under agency agreements or contracts.

Transfer agents as described under "a." also issue stock certificates that
constitute an increase in shares outstanding.
The paragraph under e. should be amended to read"... designated by a
corporation, state, county or municipal government, a quasi-public authority, a
school, a church or similar organization that has a need to raise funds through
the sale of bonds. The corporate trust department performs the duties specified
in the agreement, which include; holding collateral, issuing the bond instruments,
maintaining the required records, accounts and documentation, monitoring for
default, ensuring legal compliance and effecting the payment of principal and
interest.” The last sentence will not be necessary after the above revisions.
Item e. is too broad; there are three basic types of trustee under indenture related
to corporate trusts, including: mortgage, collateral and debenture. The following
sentence should be added to e.: "Performance as a trustee under a bond
indenture (also called a trust agreement or trust indenture) is normally the only
true trust relationship administered by the banks corporate trust department."

17.7

The sentence which begins. "However, an employee benefit..." gives the reader
the impression that ERISA may not apply to the trust department respective to
certain employee benefit plans. The trust department is always subject to the
requirements of ERISA when it acts as a fiduciary for all employee benefit plans
regardless of whether or not the plans are subject to ERISA.

17.9-10

This section should be expanded to disclose that trust activities are governed by
both common law and federal, state and local statutes and regulations. The OCC
is the primary federal regulator of trust activities as governed by 12 CFR Part 9
(Reg 9) and many state trust regulations are very similar in nature to Reg 9. Reg
9 is not restricted to common trust fund activities as defined in section 17.10 of
the proposed guide, however. 12 CFR part 9.18 specifically deals with common
trust funds. The administration of employee benefit accounts is also subject to the
rules and regulations of ERISA. Trust activities may also be subject to SEC
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17.9-10

investment company and investment advisor rules and regulations as well as
SEC and NYSE rules and regulations relating to certain corporate trust activities.

The section's references to mutual funds are vague and do not differentiate
between regulations and requirements for proprietary funds versus providing
services to an external family of funds.

17.13

"and internal audit, if applicable." should be added to the end of the sentence
which begins "b. The nature of comments...".

17.14-16

These sections are very broad and basic and appear to reflect the controls
expected to be in place for a small bank trust department with many manual
controls. This section does not reflect the current environment of a mid to large
size trust department regarding technology and automated securities processing.
Section 92020 of the OCC's Comptroller's Handbook for Fiduciary activities
details the minimum controls which should be place for all institutions utilizing
automated systems for fiduciary services.

17.16

Include the following:

•

1721

The following functions that may be tested should be added:

•
•
•
•
•
•
•
1722

Policies and procedures exist related to identification and resolution of failed
trades and the contractual settlement of trades posted to trust accounts.

Identification and posting of corporate actions such as stock splits, reorgs,
etc
Pricing or valuation of investments
Income accrual
Contributions
Benefit payments
Participant loans
Securities lending activities

The following tests should be added:
•

•
•
•
•

Review and test the procedures surrounding the identification and posting of
corporate actions.
Expand "g." to include income accruals
Confirm benefit payments, contributions, loans, etc. with participants
Perform a count or verification of assets held in the vault.
Perform a count or verification of assets held through external depository
relationships.
14
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•

•
•
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Review security transactions and holdings for a selection of accounts to
ensure that they are in compliance with the investment guidelines of the trust
agreement.
Review and test reconciliations of trust DDA accounts.
Determine that controls are in place to prevent excessive trading in accounts.

Chapter 19 - Illustrative Consolidated Financial Statements
19.3

The proposed audit guide incorporates accounting standards up to Statement of
Financial Accounting Standards (SFAS) No. 117. Since SFAS No. 118.
"Accounting by Creditors for Impairment of a Loan - Income Recognition and
Disclosures," and SFAS No. 119, "Disclosure about Derivative Financial
Instruments and Fair Value of Financial Instruments," were issued in October
1994, we would suggest that the proposed audit guide be updated to incorporate
the authoritative guidance of these two new standards in Chapter 6 and 15.
respectively, and the illustrative consolidated financial statements of Chapter 19.

19.9

The illustrative consolidated statements of financial condition on page 242
contains the caption "Net unrealized appreciation on available-for-sale securities,
net of tax of $1,728 in 19X2 and $1,832 in 19X1" under the caption "shareholders'
equity." The deferred tax components of $1,728 and $1,832, to the extent
material, would be required to be disclosed in the income taxes footnote as a
component of the gross deferred tax asset and/or gross deferred tax liability in
accordance with paragraph 43 of FASB Statement No. 109. On page 260 of the
proposed guide, these deferred tax liability components are specifically identified.
Accordingly, inclusion of such disclosure on the face of the statements of
financial condition would appear to be unnecessary.

Appendix B - Suggested Guidelines for CPA Participation in Bank Directors'
Examinations
Page 271, ¶3 Sentence 1 should be replaced by the following:

A CPA may be engaged to audit one or more specific elements of the financial
statements (SAS 62/AU 625.15-18). in such an engagement, certain auditing
procedures normally required to complete a full scope audit in accordance with
GAAS may be omitted at the request of the directors.

The way the first sentence currently reads, we would be forced to disclaim an
opinion on the financial statements due to a scope limitation. The basic idea of
this paragraph is to say that the CPA would perform an audit of specified
elements of the financial statements.
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Attachment I

Comments

Page 272, ¶5 Sentence 1 and 2 should be replaced by the following:
The CPA should issue an engagement letter describing the agreement with the
directors on scope and responsibility. The letter should state that the purpose of
the CPA's engagement is to ...

In any SAS No. 35 type report it is always prudent to issue an engagement letter
to make sure that all parties are aware of the CPA's responsibilities. We believe
that stronger language than "should consider" is necessary.
A reference to footnote 4 should be placed at the end of the last sentence to
further emphasize that the supervisory agency is required to have a clear
understanding of the procedures to be performed in order for a CPA to issue
his/her report. This can be accomplished through the supervisory agency
reviewing the client engagement letter.
The Auditing Standards Board has issued an exposure draft of a SAS that would
supersede SAS 35.

APPENDIX D - FDI Act Reporting Requirements
Page 292

Revise the discussion of the holding company election for subsidiaries in 12 CFR
363.1 for the Riegle Community Reinvestment and Regulatory Improvement Act
which opened the holding company election to CAMEL/MACRO 1 and 2 rated
subsidiaries that are greater than $9 billion in assets.

Page 296

Revise the commentary to Guideline 9 in Appendix A to 12 CFR 363 to address
the effects of the COSO addendum regarding safeguarding of assets on
reporting by both management and the independent accountant.
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Chapter 7 - Allowance for Credit Losses

Editorial note: Bolded words are additions and the strikeout items are deletions. Existing
text and explanatory notes are presented in regular type.

Paragraph

Comments

7.3

After the second sentence in paragraph 7.3. insert heading Allowance

Methodology
Management's judgements allowance methodology should include
consideration of micro- and macroeconomic factors; post, current, and
anticipated events based on facts in evidence at the balance-sheet date; and
realistic courses of action it expects to take. such as the following:

7.4

•

Changes In lending policies and procedures, including underwriting
standards and collection, charge-off and recovery practices.

•

Changes in national and local economic and business conditions.

•

Changes in the nature and volume of the portfolio.

•

Changes in the experience, ability, and depth of lending management
and staff.

•

Changes In the trend of the volume and severity of past due and
classified loans, nonaccrual loans, and impaired loans.

•

Changes in the quality of the institution's loan review system and the
degree of oversight by the institution's board of directors.

•

The existence and effect of any concentrations of credit, and changes
in the level of such concentrations.

•

The effect of external factors such as competition and legal and
regulatory requirements on the level of estimated credit losses.

An institution's method of estimating its allowance is influenced by many factors,
including the institution's size, organizational structure, business environment and
nature of its lending activities.strategy, management style, loan portfolio
characteristics, loan administration procedures, and management information''...
The method should -
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Paragraph

Comments

7.4

a. Include a detailed and regular analysis of the loan portfolio. Include an

effective credit grading system that can be reconciled with the
framework used by the federal regulatory agencies.
b. Include procedures for timely identification of problem loans.
c. Be used consistently. Be performed quarterly, or more frequently If

warranted, and be consistently applied.
d. Consider all known relevant internal and external factors that may affect the
collectibility of the loan.
e. Consider all loans (whether individual or pool of loans basis) and other
relevant credit exposure. Segment the portfolio into as many components

as practical. Each component would normally have similar
characteristics, such as risk classification, past due status, type of
loan, industry or collateral. Examples of components often used
include • Classified and criticized loans, including individually identified
impaired loans. Impaired loans are loans for which It is
probable that the creditor will be unable to collect all amounts
due according to the contractual terms of the loan agreement,
and, accordingly, for which Impairment is measured in
conformity with Financial Accounting Standards No. 114,
Accounting by Creditors for impairment of a Loan.

f.
g.

•

Pools of smaller-balance homogeneous loans and leases.

•

All other loans that have not been considered or provided for
elsewhere (e.g. pools of commercial and industrial loans that
have not been reviewed, classified, or designated special
mention, unidentified impaired loans, standby letters of credit,
and other off-balance sheet commitments to lend).

Consider the particular risks inherent in the different kinds of lending.
Consider current collateral values, where applicable. Be well

documented, with clear explanations of the supporting analyses
and rationale.
h.
i.
j.

Bo performed by competent and well trained poroonnol.
Be based on current and reliable data.
Be well documented, with clear explanations of the supporting analyses
and rationale.

The methods used for estimating the allowance for each component will vary
depending on the nature of the component.
7.6

Delete. Content has been included in 7.4.
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Paragraph

Comments

7.7

Add the heading Credit Grading. A key element of most methodologies is a
credit classification system (grading system). The classification process
involves categorizing loans into risk categories The categorization should be
based on conditions that may affect the abilityof borrowers to services their debt,
such as current financial information, historical paymentexperience credit
documentation, public information, and current trends. Management's
categorization might, alternatively, be based on the institution's classification

system. An institution should maintain a written description of its credit
grading system, including a discussion of the factors used to assign
appropriate credit grades to loans. Loan credit grades should reflect the
risk of credit losses. An effective credit grading system provides
important information on the collectibility of the portfolio for use in the
determination of an adequate level for the allowance. Many institutions
classify loans using a rating system that incorporates the regulatory classification
system. These definitions are as follows:

a.

Special Mention. Loans that have potential weaknesses that
deserve management's close attention. If left uncorrected, these
potential weaknesses may result in deterioration of the repayment
prospects for the asset or in the institution's credit position at
some future date. Special Mention loans are not adversely
classified and do not expose an institution to sufficient risk to
warrant adverse classification.

b
c.
d.

Substandard. (No changes in text.)
Doubtful. (No changes in text.)
Loss. (No changes in text.)

7.8

Delete. Content has been included in paragraph 7.7.

7.9

Delete. The examples of potential weaknesses that deserve managements close
attention are too subjective. Since special mention is a regulatory definition, any
interpretative guidance should be provided by the regulators.

7.10

Revise heading "Individually Identified Impaired Loans", to individually
Reviewed Loans because the paragraph discusses the review of large loans not
just impaired loans.

7.11

Insert heading Foreign Loans
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Paragraph

Comments

Pools of Smaller-Balance Homogeneous Loans and Leases
7.12

Loans not evaluated individually are included in pools. The focus of the pool
approach is generally on the loss experience for the pool. Loss experience,
which is usually determined by reviewing the historical loss (charge-off) rate for
each pool over a designated time period, is adjusted for changes in trends and
conditions. Trends and conditions that the institution should consider in
determining how historical-loss rates should bo adjusted include—

•
•
•
•
•

Levels of and trends in delinquencies and impaired loans.
Levels of and trends in recoveries of prior charge offs.
Trends in volume and terms of loans.
Effects of any changes in lending policies and procedures.
Experience,-ability,-and depth of lending management and other relevant
staff.

• National and local economic trends and conditions:
• Credit concentrations.
New

Between "Pools of Smaller-Balance Homogeneous Loans and Leases" and before
paragraph 7.13 insert the heading All Other Loans. Include a discussion of all
other loans, not classified or criticized, excluding pools of loans, including credit
instruments and other credit exposures..
Reference the relevance of the micro- and macroeconomic factors and historical
loss factors discussed in paragraph 7.3 that may impact the allowance
assessment. Also discuss the practice of institutions assigning classifications
(grades) to the loans that are not classified or criticized.

New

Between 7.13 and 7.14 insert the heading Loan Review Systems.

The nature of loan review systems may vary based on an institution's
size, complexity, and management practices. For example, a loan review
system may include components of a traditional loan review function that
is independent of the lending function, or it may place some reliance on
loan officers. In addition, the use of the term "loan review system" can
refer to various responsibilities assigned to credit administration, loan
administration, problem loan workout, or other areas of an institution.
The foundation for any loan review system is accurate and timely credit
grading, which involves an assessment of credit quality and leads to the
identification of problem loans.

Refer to SAS No. 65, The auditors Consideration of the Internal Audit
Function in an Audit of Financial Statements (AICPA, Professional
Standards, vol.1, AU sec. 322) which provides guidance on the
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Paragraph

Comments

New

Independent accountant's consideration of the existence of an internal
audit function (and/or loan review department) in determining the nature,
timing, and extent of auditing procedures to be performed, and on using
internal auditors (Internal loan review personnel) to provide direct
assistance to the independent accountant in an audit of financial
statements performed in accordance with GAAS.

Estimating the Overall Allowance
7.15

The guidance in the second sentence of paragraph 7.15 states that allowances
necessary for financial instruments should be reported separately as liabilities and
not as part of the allowance for credit losses. This guidance is inconsistent with
paragraph 7.4 item (e.) "...The method should - consider all loans (whether on an
individual or pool-of-loans basis) and other relevant credit exposure".

Additionally, paragraph 7.15 is inconsistent with the guidance provided in the
Interagency Policy Statement on the Allowance for Loan and Lease Losses,
pages 78-79, ". .A depository institution may, for example, analyze the following
components of its portfolio and provide for them in the ALLL..standby letters of
credit, and other off-balance sheet commitments to lend...".
7.16

First sentence. Same issues as described under paragraph 7.15.

Exhibit
7.17

Worksheet * Revise the categories as follows:
I
Individually identified impaired. Classified and criticized loans,

including Impaired loans (leave the reference to FASB 114)
II
III

Pools of smaller-balance homogeneous loans and leases
Unidentified impaired loans. All other loans
Credit instruments and other credit exposures
Standby letters of credit
Commitments
Loans sold with recourse
Other

Transfer Risk

21

Attachment II
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Comments

REGULATORY MATTERS

7.17

Add a citation and narrative addressing the key points in the interagency Policy
Statement on the Allowance for Loan and Lease Losses.

ACCOUNTING AND FINANCIAL REPORTING
726

Third sentence. See related discussion of reporting credit losses as liabilities at
paragraph 7.15.

7.30

First sentence. See related discussion of reporting credit losses as liabilities at
paragraph 7.15.

AUDITING
Planning

7.34

Insert after the first sentence. In many institutions, the internal audit and/or
internal loan review are responsible for reviewing and testing the
institutions' internal credit risk management controls (as discussed In
chapter 6). The independent accountant can evaluate the adequacy of
internal reviews and internal testing and determine the impact of such
testing on the audit scope. Discussions with internal loan review and internal
audit staff can also provide the independent with information concerning loan

customers, related-party transactions, and account histories that may not be
readily available elsewhere. Also, because the internal audit department is
involved in evaluating accounting systems and control procedures (as discussed
in chapter 6), it can provide the independent accountant with important system
descriptions that are helpful in understanding the internal control structure.
Chapter 3 discusses internal audit considerations in developing the overall

audit plan.
7.35

In determining the scope of the audit procedures, the independent accountant
should consider its assessment of internal control risk (as discussed in paragraph
7.32) and general factors such as-

•

•

•

•

Credit culture, including the bank's strategy goals and objectives for
managing risk and achieving profitable returns.
Credit management hierarchy and competence, including the
independence of loan review functions, direction of senior
management, and the involvement of the board of directors.
Management's incentive and bonus plans, to the extent that such
plans promote a healthy balance between credit discipline and credit
profitability.
Methodology employed by management to determine the allowance
and the adequacy of Its documentation.
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Comments

7.35

•

Integrity of the inputs to the reserve methodology, including the
credit classification (grading) system.

Continue with existing bullets.

Substantive Tests
7.37

In evaluating the reasonableness of the allowance for credit losses, the
independent accountant would normally concentrate on key factors and
assumptions that are -

a. Significant to the estimate of the amount of the allowance, such as •

Current local, national and international, economic conditions and
trends, particularly as they impact collateral values.

•

The effectiveness of the depository institution's internal control
structure related to loans and the allowance for loan losses.

•

The amount of charge-offs by loan type or risk rating and
recoveries of loans previously written off.

•

Composition of the loan portfolio and trends in volume and terms of
loans, as well as trends in delinquent and nonaccrual loans.

•

Identified potential problem loans and pools of problem loans (such
as watch list loans) including delinquent and nonaccrual loans and
loans classified according to depository institution regulatory
guidelines.

•

Concentrations of loans to individuals or entities and their related
interests, to industries, and in geographic regions.

•

Size of specific credit exposures (a few large loans versus numerous
small loans).

•

Loan committee minutes.

•

Degree of reliance placed on the internal loan review and internal audit
functions and their reports.

•

The institution's written lending policies, especially any recent

policy changes, including those for underwriting, credit monitoring,

collection, and charge-offs.
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Paragraph

Comments
•

7.37

Results of regulatory examinations. Recent regulatory examination

reports.
•

Nature and extent of related-party lending.

b. Sensitive to variations. Assumptions based on historical trends such as the
amount of late or partial payments in a particular period and the amount of
charge-offs can have a significant effect on estimates of the allowance.

c.

Deviations from historical patterns. Trends in loan volume by major
categories, especially categories experiencing rapid growth, and in chargeoffs, recoveries, delinquencies, nonaccrual, and restructured loans should
be analyzed and considered.

d. Subjective and susceptible to misstatement and bias, such as—
* The risk classification and allowance allocation given to problem loans.
Estimates of collateral values, and the related assumptions that drive the
determination of such values, such as each flow estimates, discount rates,
andproject occupancy rates.
Current economic or market conditions that in the future may affect a
borrower's ability to meet scheduled repayments.
*—Contingencies, such as commitment for funding from a third party that is
tied to a covenant agreement."

The bullet items listed in (d.) are very specific and would require numerous caseby-case analyses at the account level in order to evaluate the number of
occurrences (if any) that items appeared to be misstated or subject to bias. As a
practical matter, stating that the auditor "would normally concentrate on" these
items, may too strong in view of the volume of loans at most institutions. The
concepts of item (d) is included in items a,b, and c.

7.40

Delete. Content has been moved to 7.37.

7.41

ln most situation, the audit strategy will include aspects of all three techniques,
with an emphasis on reviewing and testingthe reasonableness of management's
estimate.

7.42

Delete. Content has been included in paragraph 7.37.

7.43

Delete. See discussion 7.42.

7.44

Delete. Procedures are too detailed and time consuming. Current practices are
tailored more to assessing risk rather than in detailed tracing.
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Individual Loan Review

7.57

First sentence: For each loan selected for review, the independent accountant
normally obtains the institution's loan review or problem loan report. In

some cases, the independent accountant may need to prepare a loan
review worksheet. If one is not prepared by the institution. Exhibit 7.58 is
an example of a loan review form which can be used for a commercial
loan, in the event the Independent accountant is preparing loan review
worksheets. Continue with remaining sentences.
Exhibit
7.58

Sample Loan Review Form, Section I.
Add columns for original balance, note date and maturity date, and

prior charge-offs (if any)
Section IV.
Need to clarify the column headings. "Gross Value", "Prior Liens", and "Value
to Lender". Consider replacing "Gross Value" with Appraised Value
(requesting date, appraiser and basis of appraisal), retain "Prior Liens",
replace "Value to Lender" with Net Appraised Value and add Net
Realizable Value to Lender. It should be clear that "Value to Lender" is not
"Gross Value" less "Prior Liens”.
Section V
Add a section for assessing the guarantor's financial capacity.
Section VI
Add specific reserve amounts and accrual status.
Section VII
Consider adding debt service requirements and cash flow coverage.
Section VIII
(Provide officer comments a narrative analysis of addressing the
significant issues in collectibility such as estimated repayment dates,
sources of repayment, adequacy of collateral to cover outstanding principal
and interest, financial data on guarantors, and rationale for any estimated
allowance allocation, charge-off or both.)

Real Estate Dependent Credit Consider adding a real estate addendum for
those real estate dependent credits.
7.62

First sentence: In certain instances the independent accountant may test the
existence of the collateral by physical observation, (such as large real estate
projects) independent confirmation, or other appropriate procedures, especially
when the institution is involved in loans secured by marketable securities or in
asset based lending, which may include loans secured by inventories, equipment,
or receivables.
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AICPA
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

Dear Mr. Green:

We have read the Exposure Draft of the proposed Audit and Accounting Guide (proposed Guide)
"Banks and Savings Institutions" dated August 31,1994, and offer the following comments.
Overall, we believe the Banking and Savings Institution Committees have done an excellent job of
capturing current practice and incorporating references to professional standards. We recognize
that preparation of an Audit and Accounting Guide is certainly not an easy task, and the
Committee members and Institute staff are to be commended.
We offer the following specific suggestions in the spirit of improving the proposed Guide.

Interest Rate Risk

The proposed Guide does a good job of highlighting interest rate risk on page 4, paragraphs 1.15
through 1.22. One full paragraph is devoted to a description of gap analysis and another
paragraph makes reference to duration analysis. However, no mention is made of simulation
analysis as a tool for monitoring interest rate risk. Gap analysis may be the simplest and perhaps
least effective method of managing interest rate risk and, as stated in paragraph 69.c of FASB
Statement No. 119, may be misleading under certain circumstances. On the other hand,
regulatory agencies require the use of simulation analysis for determining the effect on an
institution's balance sheet of large increases or decreases in levels of interest rates. We
recommend the addition ofmaterial describing simulation as a toolfor managing interest rate

risk.
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Appraisals
Page 86, paragraph 6.43 states the FDIC requires an appraisal by a certified or licensed appraiser
for real estate-related transactions having a value of $100,000 or greater. It is our understanding
the thresholdfor appraisals is $250,000 as specified in regulations issued by the federal bank
regulatory agencies. (FDIC regulations are at 12 CFR part 323; OCC regulations are at 12 CFR
34.41 - 34.47; Federal Reserve Board regulations are at 12 CFR 208.18 and 225.61 - 225.67; and

OTS regulations are at 12 CFR part 564.)
Using the Work ofa Specialist

Pages 118-119, paragraphs 7.45 through 7.49 refers to SAS No. 11, Using the Work ofa
Specialist. Many community banks are using independent third parties to test for compliance with
the bank's internal loan review and/or risk rating systems. We suggest additional guidance be
added to assist the auditor in assessing the extent to which reliance on loan review specialists
may be appropriate. Additionally, the reference should be updated to SAS No. 73 instead ofSAS
No. 11.
Loan Review Form
The loan review form included as Exhibit 7.58 on pages 121 through 123 is presented as an
example of a form that could be used. Even though paragraph 7.56 indicates the extent of an
individual loan review varies based on various facts and circumstances, it is our experience that
examples in official publications become a standard for the industry. Therefore, the implications

of this form are that every item that is included on the form must be included if an auditor’s work
is to comply with the standards set forth in the proposed Guide. In some situations, the
information specified in this form would be more than adequate while in other situations the

information would be inadequate. For example, the repayment schedule may not be particularly
important, but the expected source of repayment would be critical to the auditor's analysis. In
addition, the information needed for the analysis of a real estate construction loan would be

significantly different from that needed in order to analyze an operating line for a manufacturing
company.

Even more troubling is the final section of the form which provides for the auditor’s conclusion.
This section provides for, "the amount and basis for independent accountant's estimated loss
exposure." Since we believe the independent accountant determines the reasonableness of
management's estimates, we do not believe the language in this section is appropriate.
Based on the above comments, we suggest thisform be eliminatedfrom the proposed Guide.

Mr. James F. Green
December 8, 1994
Page 3

Analysis ofLoans Secured by Collateral

Page 124, paragraph 7.61 states that, "For loans secured by collateral, a careful evaluation and
valuation of that collateral is necessary." We believe that statement is overly broad and that the
presence of collateral does not necessarily require an evaluation and valuation of that collateral.

For example, many loans are made based on the expected cash flows from a business enterprise
with receivables, inventory or real estate as collateral. In these situations, collateral is of
secondary importance as a source of repayment in the event of default. Paragraph 7.61 is
appropriate for those situations where repayment of the loan is dependent on the sale of the
collateral. Accordingly, we suggest the information in this paragraph be clarified to more
narrowly define the type of lending to which it applies. Perhaps the beginning of this sentence
should read, "For loans where the payment is dependent on sale or liquidation ofcollateral."
Demand Deposits

Page 151, paragraph 11.3 states that demand deposits may bear interest. By regulation, demand
deposits may not bear interest. In addition, not all transaction accounts are demand deposits.
Non-interest bearing checking accounts are demand deposits, but NOW accounts and money
market checking accounts are a type of savings deposit. Like savings deposits, a bank generally
has a contractual right to delay payment from the account. Although this may seem like a minor
point, the distinction could be significant in the event of a liquidity crisis. We suggest this
paragraph be revised to be technically correct.

Deposit Disclosures

Page 155, paragraph 11.31 requires disclosure of maturities of time deposits, deposits of related
parties and the amount of overdrafts reclassified as loan balances. We acknowledge the
disclosure requirement in FASB Statement No. 47 about aggregate maturities for all long-term
borrowings and that the disclosure in paragraph 11.31 is consistent with the disclosure in
paragraph 13.26 of the Audit and Accounting Guide, Audits of Savings Institutions. However,

we question the usefulness of that disclosure unless similar disclosures about contractual
maturities of loans are also made. Deposits of related parties and amounts of overdrafts
reclassified as loan balances are almost always insignificant amounts. (None of these disclosures
appear to have been made in the sample financial statements included in Chapter 19.) We suggest
the required disclosures and relatedfinancial statements be changed to conform.

Mr. James F. Green
December 8,1994
Page 4

Regulatory Orders

Although chapters 2,3 and 18 make reference to regulatory issuances such as Cease and Desist
orders and Memorandums of Understanding, there is no guidance as to the appropriate reporting
except when a financial institution is not in compliance with the terms of the regulatory order
(page 234). Additional guidance as to how to report when a regulatory order exists, but is being
complied with, would be useful

Access to Workpapers

Regulatory agencies are increasingly asking for access to the CPA's audit workpapers. It is our
understanding that FDICIA requires workpapers to be made available for audits that come within
the scope of Section 112 ofFDICIA Guidance as to processes andprocedures to befollowed
when regulatory agencies request access to the independent accountant’s audit workpapers, both
for audits within the scope ofFDICIA and others, would be useful.

We appreciate the opportunity to provide our comments and suggestions on the proposed Guide.
We would be pleased to respond to any questions you may have about any of our comments.

Sincerely,

James M Koltveit, Partner
Coordinator of Services to Financial Institutions
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December 6,1994

Mr. James F. Green
Federal Government Division - File B-1-500
AICPA
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081
Re: Proposed Audit and, Accounting Guide Banks and Savings Institu
tions

Dear Mr. Green:
We are enclosing the comments of the New York State Society of Certified Public
Accountants in response to the above proposed guide. The comments are presented in two
sections. The first section was prepared by the Society's Banks & Savings Institutions
Committee and deals primarily with accounting matters. The second section was prepared by
the Society's Auditing Standards and Procedures Committee and deals with audit matters.
If you have any questions regarding the comments, please call us and we will arrange for
someone from one of the committees to contact you.
Thank you for your Consideration.

Very truly yours,

John J. O’Leary, CPA
Chairman, Auditing Standards &
Procedures Committee

Jaruloch K. Whitehead, CPA
Chairman, Banks & Savings
Institutions Accounting Committee

Enclosures

cc: Accounting & Auditing Committee Chairmen

Walter M. Primoff, CPA
Director, Professional Programs
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Proposed Audit Guide Banks and Savings institutions Comments
DOCUMENT REFERENCE
Specific Issues for Comment
Scope

The Committee commends the two AICPA Committees on
combining the audit guides. We agree with the Guide’s
scope. However, the Guide should clearly state whether it
applies to branches and agencies of foreign banks operating
intheU.S.

Income Recognition for Impaired
Loans

Since the FASB eliminated Statement 114's income
recognition guidance via FASB Statement 118, the Guide
should be revised to reflect this. The Committee suggests
the Guide provide a brief narrative and illustrations of
several preferable methods. We also recommend noting
developments in regulatory accounting principles. While
not yet finalized—but with resolution likely before the
Guide is issued—the Call Reports are expected to continue
requiring the nonaccrual method. To reduce cost burdens
and eliminate GAAP-RAP differences, most banks and
savings institutions will likely choose nonaccrual as their
primary income recognition method. The Guide should
direct the reader to the Call Report for practice in this area.

Derivative Financial Instruments

The Committee suggests the Guide also refer to FASB
Statement 119 and the Group ofThirty's July 1993 deriva
tives study.

Loan Accounting

White the Committee agrees that the description accurately
describes current practice, we believe accounting would be
improved by eliminating the phrase "for the foreseeable
future". As the phrase is not defined, the variable results
which follow could raise a controversy akin to that which
led to FASB Statement 115. To encourage banks to hold
loans to maturity or payoff— or take the more conservative
lower-of-cost-or-market approach ifthey do not anticipate
holding to maturity or payoff— would be a prudent and
worthwhile effort

Miscellaneous Disclosures
&

The Committee agrees with the changes in disclosure
requirements and the scope of guidance on trust services
and activities.

Trust Services & Activities

NYSSCPA Comments to Proposed Audit
Guide Banks and Savings Institutions
Page 2 of 6

COMMENT
Disclosures about Regulatory
Matters

The Committee agrees with the scope of the proposed
disclosures, especially since the FDIC Improvement Act’s
requirements for “prompt corrective action” directly affect
whether an entity will continue as a going concern.
The Committee would not reduce requirements for those
banks classified as “well capitalized”; their capital cushions
merit attention in view of potential future downturns (in
conjunction with prompt corrective action).

The Committee agrees with the application to holding
companies. The Committee also concurs with the auditing
guidance and background information on regulatory matters.
Auditors subject to complying with specific regulatory
dictates would be expected to obtain the source materials.
Also, professional judgment must be applied.

By way of general comments:
- Usage and understanding would be enhanced with a
glossary and index ofkey terms.
• The final draft should ensure appropriate pagination in the
table of contents (e.g., Appendix D starts on page 288
rather than on page 290).

Chapter 2 Regulation and Super
vis
ion
p.16, par.48

This paragraph would require disclosure in the audited
financial statements of, among other things, the institu
tions’s required and actual ratios and amounts of Tier I
leverage, Tier I risk-based, and total risk-based capital and
(for savings institutions) tangible capital.

Historically the financial data described above, if presented,
is provided either in the notes to the financial statements or,
in the case of public companies, is provided in the regulatory
ection of management’s discussion and analysis, If actual
s
and required capital ratio and amount information is
provided in the footnotes to the financial statement such
information is typically labeled “unaudited”.
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Chapter 2 Regulation and Super
vision (Cont'd)
p.16, par.48

Accordingly, the requirement that the above described
capital ratios be provided in the audited footnotes is a
change from current practice. We do not believe that a
change from cunent practice is warranted for the reasons
cited below.
Although we believe that regulatory capital information is an
important element of the financial statements, we believe
that current disclosure practice accomplishes the purpose of
informing the reader of the financial statements ofthe
Institution's regulatory capital status in a manner deemed
necessary by the preparers ofthe financial statements. The
proposal would impose upon banks a requirement that the
auditor perform audit procedures, to the extent considered
necessary to determine the reasonableness of the presen
tation ofthe capital amounts and ratio disclosures in the
context ofthe financial statements taken as a whole. These
capital ratios are subject to significant regulations, interpre
tations and in many cases are subjective. They also utilize
financial statements prepared on a RAP bas
is. Financial
statement auditors are not trained in the examination of
regulatory capital ratios. Accordingly, the requirement that
capital ratios and amounts be disclosed will impose a
financial burden on the institutions.

Institutions already provide information concerning their
capital levels. It is unclear that the benefits derived from
requiring tins additional level of disclosure will outweigh the
associated costs.
pp. 15-16, par.53

This paragraph provides example disclosures for regulatory
capital The illustrative disclosures indicate that two years
of capital ratios and amounts should be provided.
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pp.15-16, par.53 (Cont’d)

If the committee determines that disclosure ofregulatory
capital ratios and amounts are required pursuant to
paragraph 2.48 ofthe Guide, we would recommend that
disclosure of current capital ratios be required and that the
presentation of comparative ratios be left to the discretion of
the preparer ofthe financial statements based upon the
institution’s facts and circumstances.

Chanter 4 Cash and Cash
Equivalents
p.46, par.7

The Guide states that overdrafts of correspondents or other
demand deposit accounts that represent borrowings rather
than outstanding drafts should be reclassified as liabilities.
The term “outstanding drafts” should be explained.
The Guide states that FASB 95 permits the net basis of
reporting for items for which the institution is substantively
holding, receiving, or disbursing cash on behalf of customers
such as demand deposits and savings deposits. Does this
imply that a bank acts as agent on behalf of its customers
in connection with these products? If so, why is it current
practice to record these items on the balance sheet?

p.49, par.15

The Guide states that original maturity is measured from
acquisition date to maturity date. This statement should be
qualified to “Original maturity to the purchaser is measured
from the acquisition date to maturity date”.

p.50, par.20

Exclusive teller access and custody to cash on hand is
referred to as an internal control over cash balances.
Wouldn’t dual access be preferable?

Chanter 5 Inves
tments in Debt
and Equity Securities
p.54, par.6

The Guide states that the exemption ofmunicipal securities
from federal income taxes depends on the extent to which
they benefit private parties rather than the public. The word
order at the last portion of the sentence should be revised to
read: “on the extent to which they benefit the public rather
than private parties”.
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Chanter 7 Allowa
nce forCredit
Losses

This chapter or chapter 15 might further discuss the
propriety of establishing credit reserves for the credit risks
inherent in some derivatives such as swaps. Because many
dealers in these products will mark to market, they some
times offset some ofthe income reported under that method
by establishing reserves for credit and for future operations.
Howto measure and report for these reserves could be
added. For example, an audit technique could include
determining how management determines the amounts,
given that now techniques are being developed. (eg.-loan
equivalent model).
Chapter 8 Loan Sales and

Mortgage Banking Activities

p.129, par. 11

Reference is made to FASB statement 65 which requires
that the securitization of a mortgage loan hold for sale be
accounted for as the sale of the mortgage loan and the
purchase of a mortgage-backed security classified as a
trading security at fair value. This is consistent with the
proposed revisions to statement 65 but is not reflective of
current requirements under 65 or current practice.

p.131, par.19

In describing the value of purchased servicing rights the
guide expands on the current definition of “net servicing
fee" by indicating the validation must include assumptions
regarding estimated escrow balances and other factors.
Although tins is generally done in the industry in valuing
servicing rights, FAS 65 does not define net servicing to
include escrow and docs not define what constitutes
ancillary servicing income.

p. 131.par.22

On the fifth line we assume that the intended language is
“to give advance notification to mortgagees", rather than
“ofmortgagors".
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Chanter 14 Income Taxes
General

The chapter could add the special tex rules for U.S.
branches of foreign banks. These rules might result In some
book-tax differences, for example:
Reg. 1.882-5 gives the tax method for computing a branch's
interest deduction, though for book purposes a branch might
use the actual interest expense incurred.

It is currently in dispute whether a branch can recognize
for tax purposes its interbranch trades, if it cannot, that
result would cause a permanent difference.
A branch reports for tax only its operations effectively
connected with its U.S. business, though its book income
could indude other activities.
Chapter 15 Futures, Forwards,

Options, Swaps, and Similar
Financial Instruments

General

This chapter should discuss the auditing ofthe methodology
for allocating derivative income among jurisdictions.

p.197, par.l

This chapter should mention that depository institutions also
engage in these financial instruments as dealers. The Guide
should enhance its treatment ofthe reasons depository
institutions use their financial instruments by extracting
material from FASB Roundtable discussions.

p.198, par.9

We believe that foreign exchange spot contracts dose in
two business days, not the ten mentioned.

pp.204-211, pars.48-74

The emphasis in these paragraphs is on end-user accounting.
The discussion should also address how dealers should or do
account for transactions in that capacity.
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Comments to Proposed Audit & Accounting Guide -

Banks & Savings Institution

Our committee believes that the proposed audit and accounting guide is a comprehensive and useful
resource which highlights significant matters and provides excellent guidance to the profession.

We would like to comment on the following matters:
Cycle auditing and control risk assessment

Most financial institution auditors evaluate an entity's internal control structure by financial statement
cycle. When this is done the assessment of control risk is done at the assertion level In addition,
control procedures (which are generally evaluated at the assertion level) can be identified as relating to
specific possible misstatements which in turn, relate to specific assertions. The presence or absence of
these client procedures can better sensitize the auditor to audit risks related to the assertion in question
even if an evaluation of the effectiveness of procedures is not done, as an efficiency decision. The
guide does identify control procedures underlying accounting systems for major account balances,
generally in a listing, in one paragraph of each section. It would be better to organize this listing by
assertion so that the risk assessments can be done more cohesively when evaluating an entity's control
procedures.
The guide suggests that control risk assessments be done by account balance. This is contra intuitive
and is not generally done in practice except in cycles where there is no direct relationship between
accounts. In a financial institution, this might be the financial management cycle which would
encompass accounts such as debt, cash and financial instruments.

Some auditors will make a control risk assessment at the entity level, others at the cycle level and still
others at the assertion level; these are efficiency decisions. A discussion of this issue and of the cycle
approach is warranted in the guide.
Materiality

The exposure draft should provide more guidance on materiality. There are a number of practical
problems in approaching, accounting auditing and disclosure materiality for financial institutions. For
example, what does the auditor do as the audited entity gets closer to a regulatory capital problem?
Should the scope of the work be increased and audit precision be reduced? This issue would certainly
create a reduction in accounting materiality, where the normal threshold of adjustments should be
reduced.
In addition, the conventional means of determining materiality through a measure of assets or revenue
(whichever is greater) would require adjustment since the asset to revenue base is significantly
different in these entities. This can be accomplished by applying a yield factor to the asset base, in
effect converting balance sheet to income statement materiality or by creating special (benchmark)
tables that specifically address the asset to revenue base peculiar to these entities.
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November 30, 1994

Mr. James F. Green
Federal Government Division
File B-l-500
American Institute of Certified Public Accountants

1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081
RE:

EXPOSURE DRAFT OF THE PROPOSED AUDIT AND ACCOUNTING GUIDE FOR

BANKS AND SAVINGS INSTITUTIONS
Dear Mr. Green:

The Accounting Principles and Auditing Procedures Committee is the technical body of the
Massachusetts Society of CPAs. The Committee consists of over thirty members who are affiliated
with accounting firms of various sizes, industries and academia. The Committee has reviewed and
discussed the Exposure Draft, "Audit and Accounting Guide for Banks and Savings Institutions."
The comments resulting from that discussion are summarized below. The views expressed in this
comment letter are solely those of the Committee and do not reflect the views of the organizations
with which the Committee members are affiliated.

The comments that follow address the specific issues raised in the Exposure Draft. The Committee's
responses are in italics.
ISSUE 1: SCOPE

As drafted, the proposed audit and accounting guide (the Guide) would apply to audits of the
financial statements of banks and savings institutions insured by the Bank Insurance Fund (BIF) or
the Savings Association Insurance Fund (SAIF) of the Federal Deposit Insurance Corporation
(FDIC), regardless of charter. The Guide also would apply to audits of the financial statements of
other banks and savings institutions, although it does not address all matters that may be unique to
those institutions due to their charter or the nature of their regulation or supervision.
Is the scope of the Guide with respect to nonfederally insured institutions appropriate?

Yes.

Mr. James F. Green
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ISSUE 2: INCOME RECOGNITION FOR IMPAIRED LOANS

As the exposure draft Guide was being completed, the Financial Accounting Standards Board
(FASB) was preparing a proposed statement of financial accounting standards that would delete the
income recognition guidance established in FASB Statement of Financial Accounting Standards No.
114. Accounting bv Creditors for Impairment of a Loan. Paragraph 6.46 of the draft guide
supersedes the existing guides by referring readers to FASB Statement No. 114 for income
recognition guidance.

If FASB eliminates FASB Statement No. 114's income recognition guidance, how should income
recognition be addressed in the final Guide?
Income recognition should be addressed by acknowledging that this issue is not directly addressed by

current generally accepted accounting principles. Guidance included in the May1994 AICPA Audit
Guidefor Banks, paragraphs 7.36 and 7.37, should he retained in the new guide. These paragraphs

are reprinted below with modifications related to FAS 114 and FAS 118 underlined:

(7.36) Many banks suspend accrual of interest income on loans when the payment of interest has

become delinquent or collection ofthe principal has become doubtfid. Such action is prudent and
appropriate. Regulatory reporting guidelinesfor nonaccrual loans have been established byfederal

supervisory agencies.

(7.37) Although placing a loan in a nonaccrual status, including loans accruing at a reduced rate,

does not necessarily indicate that the principal ofthe loan is uncollectible in whole or in part, it
generally indicates that the loan is impaired as defined by FAS 114 and thus warrants reevaluation
ofcollectibility ofprincipal and preciously accrued interest in accordance with FAS 114. If amounts

are recused on a loan on which the accrual ofinterest has been suspended, a determination should be
made about whether the payment recused should be recorded as a reduction ofthe principal balance

or as interest income.

In addition, thefollowing should be added: FAS 114 and FAS 118 require that the creditors policy

far recognizing interest income on impaired loans, including how cash receipts are recorded, be
disclosed in the notes to thefinancial statements.

Also, the existing reference to FAS 114 in paragraph 6.46 should also refer to the newly issued FAS

118.
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ISSUE 3: DERIVATIVE FINANCIAL INSTRUMENTS

Chapter 15 addressesfutures,forwards, swaps, options, and similarfinancial instruments. These

instruments have received increasing attention in recent years. Paragraph 15.74 is intended to
capture practicefor disclosures about such instruments. (These disclosures have been requiredfor

savings institutions since the last review and revision of the guidefor those institutions.) Other
changes in disclosure requirements may result from a FASB project under way.

Are there disclosure or other matters about derivatives that should be addressed further by the
Guide?
The guidance provided by the new FAS 119 should be incorporated into the guide. As this is an
evolving, high profile area, readers should be instructed to determine ifany new guidance is available

at the time of their audit.

ISSUE 4: LOAN ACCOUNTING

With respect to loan accounting paragraph 6.44 was drafted to capture current practice as follows:
Loans that management has the intent and ability to hold for the foreseeable future or until

maturity or payoff should be reported at outstanding principal reduced by any chargeoffs or
specific valuation accounts and net of any deferred fees or costs on originated loans, or
unamortized premiums or discounts on purchased loans. In addition, the aggregate loan
balance reported in the balance sheet should be reduced by the allowance for credit losses.
Does the draft guidance appropriately capture practice?
Yes, the guidance does capture practicefor loans that management has the intent and ability to hold
until maturity orpayoff. It would help the reader ifthe guide defined foreseeablefuture" as that is

somewhat ambiguous.
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ISSUE 5: MISCELLANEOUS DISCLOSURES

As part of the review of existing guidance, the following disclosures have been eliminated:

•

Amount and number of shares of Federal Home Loan Bank (FHLB) stock pledged as

collateral for FHLB borrowings;
•

For major types of interest-bearing and noninterest-bearing deposits (domestic and

foreign):
Balances and weighted-average interest rates at the balance sheet date;

Balances by interest-rate ranges at the balance sheet date;
Interest expense for the period.
Such types include the following: demand accounts, such as negotiable order-ofwithdrawal (NOW) accounts; savings accounts, such as money-market demand
accounts (MMDAs); time accounts, such as certificates of deposit (CDs).

The FHLB disclosures were no longer considered useful or informative. The deposit disclosures
were not considered to be meaningful (a) because similar disclosures are not required for other
liabilities or related debt, and (b) given the advent of fair value disclosures.

Also, paragraph 14.37 would require banks and savings institutions, whether or not they are

registrants of the Securities and Exchange Commission (SEC) to disclose in a footnote "the amount
of tax effect related to realized gains and losses on sales of securities."
Further, Chapter 12 includes required disclosures for repurchase agreements that were added by
Statement of Position 86-1, Reporting Repurchase - Reverse Repurchase agreements and Mortgage-

Backed Certificates by Savings and Loan Associations, to the existing guide for savings institutions.

Appendix A provides accounting examples. These disclosure requirements would now apply
equally to banks.

Are these changes in disclosure requirements appropriate?
FHLB Stock - We have no objections to eliminating this requirement as long as thefinancial

statements disclose the restrictive nature ofFHLB stock.
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Deposit disclosure changes - No objections.

Paragraph 14.37- The requirement that all institutions to disclose the amount oftax effect related to

realized trains and losses on sales ofsecurities -We do not consider this necessary as it singles out one

type of transaction- sales ofsecurities-for special disclosures. Existing required income tax disclosures,
including the rate reconciliation, provide sufficient informationfor the reader ofthefinancial

statements to understand the impact ofincome taxes on the institution.

Repurchase Agreement disclosures required by SOP 86-1 - No objections.

ISSUE 6: TRUST SERVICES AND ACTIVITIES

The draft guide distinguishes between considerations for auditing the financial statements of (a) the
trust function of a bank of thrift, and (b) the trust itself. Reference is provided to the AICPA Audit
and Accounting Guide Audits ofInvestment Companies for audits of the financial statements of
trusts.

Is the scope of guidance on trust services and activities appropriate?
Yes, we believe the scope is appropriate.

ISSUE 7: DISCLOSURES ABOUT REGULATORY MATTERS

Paragraph 2.48 (and following) would require audited financial statement disclosures of regulatory
capital and related matters. Because regulatory capital amounts are calculated based on regulatory
accounting practices (rather than generally accepted accounting principles), disclosure practices
have differed. Regulatory financial reports are not required to be audited. Some institutions

historically have included quantification of regulatory capital in unaudited form outside the
financial statements (for example, in management's discussion and analysis of financial results).

Other institutions have disclosed such information in unaudited form in the footnotes to the
financial statements. Requiring audited disclosures of regulatory capital matters recognizes the
importance of such matters in the analysis of the general purpose financial statements of
institutions.

Mr. James F. Green
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Is the scope of the proposed disclosures appropriate?
We agree that regulatory capital matters (primarily capital ratios) are important to the analysis ofthe
financial condition ofafinancial institution; however, we believe the existing system ofreporting such

information in regulatory reports and,forpublic institutions, in the management's discussion and
analysis is sufficient. We do not agree with the requirement to disclose regulatory matters in the

footnotes tofinancial statements.

Auditors are already required to consider the status ofan institution's regulatory capital ratios as

well as the need to disclose them by SAS 53, "The Auditor's Responsibility to Detect and Report
Irregularities" and AU 341, "The Auditor's Consideration ofan Entity’s Ability to Continue as a

Coing Concern." We believe the requirements and guidance provided by these standards are sufficient.

With regulators considering amending the capital calculations tofactor in interest rate risk and with

certain capital calculations involving application ofcomplex risk weighting criteria, auditing the
calculations ofcertain institutions will require significant incremental time on the auditor's part given

the complexities and subjective nature of certtun aspects ofthe calculation. As regulators already
review the calculations as part oftheir annual exams and as they are responsiblefor the requirements,

they are considered to be the best suited to interpret the requirements and to review and assess the
calculations. An audit by independent accountants would not provide considerable value to the
existing process. Based on this, we believe the cost ofproviding audited disclosures exceeds the benefit.

We also believe that it is therefore inappropriate to require disclosure in thefootnotes as the existing
system of reporting such information is adequate.

Paragraphs 2.36 through 2.47 of the draft guide describe the regulatory framework for prompt
corrective action. Under the framework, an institution is designated well capitalized if its capital
level significantly exceeds the required minimum level for each relevant capital category. An
institution cannot be considered well capitalized if it is under a regulatory cease-and-desist order,
formal agreement, capital directive or prompt-corrective-action capital directive. An institution is
designated adequately capitalized if its*capital level meets the required minimum level for each

relevant capital category. Mandatory restrictions are imposed on an institution designated
adequately capitalized. For example, such institutions are not allowed to accept brokered deposits
without prior approval from regulators.

One view the AICPA's Accounting Standards Executive Committee (AcSEC) discussed during its

deliberations was the disclosures should be comparable between all banks and savings institutions
and, therefore, institutions should provide similar disclosures without regard to their capital status.
Such disclosures are important in the regulatory oversight of banks and savings institutions. Such

Mr. James F. Green
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disclosures may be particularly important if an institution's capital level could indicate a declining
trend (for example, moving from well capitalized to adequately capitalized). Further, capital is
relevant information for all institutions whether at, below, or in excess of the minimums required

and is an important part of periodic filings of regulatory financial reports.
An alternate view discussed was that well capitalized is an objective designation that, by definition,

indicates that he institution has a capital cushion. This view holds that it is sufficient that the

disclosures would become required when an institution experienced a declining trend in any level
of the three relevant capital categories (or was issued a regulatory directive) that was sufficient to
change its designation to adequately capitalized. Also, because regulatory financial reports are not

audited and certain capital calculations involve the application of complex risk weighting criteria,
the cost of providing audited disclosures would likely exceed the benefit for institutions that are
well capitalized. Of all FDIC-insured institutions that would be subject to the reporting

requirement, less than five percent were not considered well capitalized as of
December 31,1993.

Should institutions classified well capitalized under the regulatory framework for prompt corrective
action be permitted to provide fewer disclosures based on their capital status?
For the reasons documented above, we do not believe that disclosures should be requiredfor any
institution.

Paragraph 2.51 states that the required disclosures should be presented for holding companies and
all significant subsidiaries. Is the method of application to holding companies appropriate?
For the reasons documented above, we do not believe that disclosures should be requiredfor any
institution. If disclosures are required, disclosures should only be requiredfor those entities which
have separate specific capital requirements.

Yes, the auditing guidance and background information is appropriate; however, paragraphs 2.98
through 2.110 provide guidance on auditing the required disclosures.
Is the auditing guidance appropriate? Is the background information on related regulatory
accounting practices sufficient to permit performance of the procedures?
Paragraph 2.81 should also refer to the RAP/GAAP difference (which existsfor regulatory capital
calculations only) for unrealized gains and losses included as a separate component ofshareholders'

equityfor GAAP (FAS 115) but notfor the RAP capital calculation.

Mr. James F. Green
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The Committee appreciates the opportunity to participate in the AICPA’s due process procedures,
and hopes that our comments are helpful to the AICPA in its deliberations.
Sincerely,

P. Daniel Hurley, Jr., Chairman
Accounting Principles and Auditing Procedures Committee
Massachusetts Society of Certified Public Accountants

CROWE CHIZEK

November 30, 1994

Mr. James F. Green
Federal Government Division
File B-1-500
AICPA
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081
Dear Mr. Green:

We are pleased to comment on the exposure draft of the proposed Audit and
Accounting Guide for Banks and Savings Institutions. Our comments follow.

Specific Issues for Comment (pages iv to vii)
Issue 1. Scope.

The scope is appropriate.

Issue 2. Income

We see no problem in discussing different methods of income
recognition in the Guide. However, the Guide should not
recommend a specific approach. Statement 118 allows a creditor to
use existing methods and thus the Guide cannot eliminate any
“existing methods,” or prescribe a particular method, without
contradicting Statement 118.

Issue 3.
Derivatives

The subsequent issuance of Statement 119, and the planned issue
by the FASB of example disclosures, removes the need for further
guidance herein beyond a reference to these FASB documents.

Issue 4. Loan
accounting.

The discussion is adequate.
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Issue 5.
Disclosures.

We agree with the elimination of the FHLB stock and deposit
disclosures.

We believe it is not necessary to state the assumed tax effect of
security transactions. Statement 109 already requires a
reconciliation of reported income tax expense to expense computed
at statutory rates. If the tax effect of security transactions is out of
the ordinary, this Statement 109 disclosure will cover this fact If the
tax effect of security transactions is ordinary, there is no purpose in
disclosing that amount Disclosing the tax effect of security
transactions is an anachronism left over from previous accounting
treatment of security gains and losses, and it is now time to
eliminate it

We believe the repurchase agreement disclosures are not needed
for banks or savings institutions, for the very same reasons that are
cited in the exposure draft to eliminate the detailed deposit
disclosures.
Issue 6. Trust.

The discussion is adequate.

Issue 7.
Regulatory
matters.

Some disclosure of regulatory capital is appropriate. However, we
believe the proposed disclosures may be significantly improved and
reduced, as we discuss later in this letter.

Proposed Guide

Paragraph
1.18

The discussion of increases and decreases in net interest income is
overly simplistic, since it does not mention the effect of the
magnitude of repricing of assets and liabilities. To illustrate, if $10
million of assets reprice downward by 2% but a greater amount of
liabilities-say $15 million-reprice downward by only 1%, net interest
income could actually increase, not decrease. The Guide should
state that the magnitude of repricing also has an effect on the
change in net interest income.

1.19

What is the benefit of calling duration analysis “rudimentary"? Also,
since the Guide says that duration analysis builds on gap analysis,
duration thus may be presumed to be more complex than gap
analysis. Does this then mean the previous paragraph should call
gap analysis “very rudimentary"?

2.20

The term "unsafe or unsound* is followed by the term "unsafe and
unsound." The Guide may wish to use only one phrase. See also
7.70.

2.26

This only refers to "banks”.

Mr. James F. Green
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2.30 etc.

The discussion of capital could be significantly improved. This
Guide is certainly not user friendly, as the discussions of capital
keep referring to the term “as defined”. Thus the Guide does not
inform the reader. We understand a discussion of all the detailed
capital requirements is beyond the scope of the Guide, but this
Guide would be substantially improved if general definitions of
capital and common examples were presented in the Guide, instead
of cutting all the discussion short by stopping with the
noninformative “as defined”.

For example, a definition of Tier 1 capital" could state: “In general,
Tier 1 capital consists of common equity, noncumulative perpetual
preferred stock, surplus, undivided profits, and minority interest, less
all intangible assets other than mortgage servicing rights and
purchased credit card relationships. Regulatory accounting
principles are used.”

The Guide should also include a specific reference to where each
term is defined in the regulations. This would be useful as an
appendix.
2.31

State what the CAMEL acronym stands for, perhaps in a footnote.

2.51

The Guide should also discuss capital requirements for holding
companies. A holding company structure is very common, and a
Guide on banks and savings associations should not be silent on
this common form of organization.

2.51

The Guide states that capital requirements should be presented for
all significant subsidiaries. We fear that the capital disclosures will
thus be quite voluminous for complex organizations. Is this amount
of detail warranted? We think it would be better to discuss
consolidated capital, and then to add a statement as to whether all
subsidiaries meet or do not meet their respective capital
requirements. If some subsidiary capital requirements are not met,
further disclosures could be provided for only those subsidiaries
(and then only if material to the consolidated entity.)

2.52

We see no need for requiring two years of capital disclosures. Two
years of information appears to be excessive and serves no
significant purpose. The only reason we can see for showing
detailed information for the prior year is to let the reader figure out,
on their own, if a trend in the ratios is apparent which might indicate
future noncompliance. However, such trends (if they exist) may
have been reversed, may be in the process of reversing, or
otherwise may be different than what the numbers might show. If
the concern is to disclose future likelihood of noncompliance, the
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Guide should get to the point and state that this should be directly
disclosed. There is no need to clutter up the financial statements
with two years of detailed information.

2.53,2.54

The disclosures of capital requirements under the prompt corrective
action framework are unnecessary in most cases, and should be
deleted. Disclosures of prompt corrective action capital are needed
only if a requirement is not met, and then it should suffice to say
something like: “In addition to these [regular] capital requirements, a
further capital requirement under prompt corrective action
regulations was not met Accordingly, the institution may not..... "
This form of disclosure is more informative and more concise than
showing six additional calculations of prompt corrective action
capital (twelve for two years!) and then not telling the reader the
effect of those numbers.

2.53

The example disclosure would be clearer if it referred to “meeting"
the capital requirements instead of “to be considered adequately
capitalized (as defined)". While “adequately capitalized” is a term in
banking regulations, we fear that it is not clear to the reader whether
a regulatory definition or a common-language definition is being
presented. Thus, the disclosure does not communicate to the
average reader whether the entity meets some regulatory
requirements (and if so, what those requirements are) or whether
management is just stating capital seems adequate to them as they
define it

2.54

The example doesn’t dearly state that the bank does not meet the
capital requirements. Why is this fact assumed to be so
unimportant that each reader is left to figure it out on their own (by
looking at lots of capital comparisons and forming their own
interpretation of what those comparisons mean)? Shouldn’t the
footnote dearly state the requirements are not met?

Further, the example uses the term “as defined” five times. As
noted earlier, more meaningful communication of the definitions
should be attempted.

2.54

The discussion of the "$xx,xxx capital deducted for interest rate risk”
does not indicate the date as to which this deduction pertains.
Since we think one year of capital disclosures are suffident, this can
be remedied by adding the date at which the deduction applies. If
two years of capital are shown, shouldn’t two years of deductions be
shown here?

2.91

“information... are considered....” should be “...is considered...”

3.16, 7.45, 9.28

SAS 11 has been superseded by SAS 73.
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3.24

We are not sure how the ratio of chargeoffs to total loans indicates
managements “efficiency" in charging off loans. Does a high ratio
indicate management is efficient or inefficient in making chargeoffs?
We do not see how the level of chargeoffs indicates efficiency, or
what such a level of efficiency means.

3.24

In the bullets, "Interest paid...” is better as "Interest expense...”.

3.27

In the last line, "...maintain” is better as "...maintaining...”.

4.10

Clarify whether the "Similarly” refers to a similarity with the FAS 115
amendment (preceding sentence) or with the FAS 102 classification
(second preceding sentence).

Further, the references in the last two sentences are unclear.
These sentences should be reworked to more dearly indicate what
"these sources” and "these loans and securities” refer to.

4.13

Consider combining the "certificates of deposit” and "other deposit”
categories. Now that Statement 104 allows net reporting of time
deposits, there is little purpose in showing separately deposit cash
flows for time deposits and for other deposits.

5.48

Note 1 is no longer needed, since that date is past

5.52

Update for discussion of the August 8,1994 FFIEC policy letter,
which allows certain mortgage derivatives to be classified as held*
to-maturity.

5.60

in footnote 6, add a reference to Statement 119.

5.101

The third sentence would be improved by deleting the word “all”, as
otherwise it might imply that cost and fair value of each security
needs testing. Testing on a sample basis is normally considered
adequate in an audit

6.1

The sentence that begins with “Because” does not read well.
Where do the "factors” stop and the "matter(s) that differ” begin.
Perhaps the sentence should be revised to read "...margins, and
regulations, the composition....differs considerably...”.

6.15, 7.10

Some types of collateral may be difficult to have "under control”,
such as accounts receivable, airplanes, and so on. We are not sure
how this phrase is intended to be interpreted. Is physical control
required? If not, how is such control to be evidenced? In this
regard, we note that perfection of security interests is already
separately listed, so "control” must be something in addition to this.
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6.16

The process of loan review does not in and of itself result in the
need for a loss accrual (“had these loans not been reviewed, they
would not need a loss accrual".) Loan review doesn't cause the
loss, but loan review often discloses that there is loss potential in a
loan. Clarify.

6.20

Commercial loans also include time loans.

6.25

Better as “... functions are ...".

6.31

How does the “investment of funds* generate tax deferrals? Aren't
the tax deferrals due to the tax treatment of the lease, rather on due
to where those funds generated by the lease are then invested?

6.43

Update the dollar amount and the regulatory reference for recent
changes.

6.46

Revise the reference to Statement 114's methods of income
recognition.

6.56, 6.114

The reference to FRR 28 should be revised to discuss how
registrants are expected to apply FRR 28 after adoption of FAS
114.

6.61

Footnote 9 states that nonaccrual is relevant only to loans outside
the scope of FAS 114. However, FAS 118 amended FAS 114 and
accordingly some institutions may be following some form of
nonaccrual policy, especially if the regulatory agencies continue
their desire to retain their nonaccrual regulations.

6.67

This paragraph should be slightly reworded and clarified. The
sample financial statements do not have a “balance sheet” (see also
10.15, etc.). The second sentence refers to ...“notes to the financial
statements”, whereas the third sentence does not mention “notes”
as an allowable location to disclose unearned income, unamortized
premiums and discounts, etc.

6.94

In the first bullet, it is unclear how the independent accountant
should “inspect loan documents to determine whether information
recorded in the system and used for management reporting” is
being "independently tested” as part of the institution's processing
system. It is unclear who would do such independent testing that
the independent accountant is looking for. internal auditors? input
comparison clerks? loan review personnel?. Our experience in
looking at loan documents is that they often are not designed or
intended to show that the information in the system, based on such
loan documents, was being independently tested. How is this
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testing noted on loan documents, so that the accountant will be able
by inspecting the loan documents to determine if such independent
testing of the information in the system was done? This procedure
and the related objective should be clarified.
7.17 Exhibit

The “principal” column should be footnoted to indicate that impaired
loans are evaluated using the recorded investment, which includes
accrued interest, loan fees, and premium/discount, as well as
principal.
Also, perhaps this Exhibit should be renumbered as Exhibit 7.16.

7.30

Update for the additional FAS 118 disclosures.

7.52

How do the average remaining lives of loans affect the
determination of the allowance for credit losses needed under FAS
5, since the allowance must represent losses that have been
incurred (see 7.26). Does it make a difference if the loan will be
around for six more months or six more years, in estimating what
loss has already been incurred on that loan under Statement 5? If
so, how?

7.58 exhibit

In the last sentence on page 122 , “not” should be “as”. Also,
perhaps this should be renumbered as Exhibit 7.57.

7.59

It is going too far to state that borrower's financial data should be
measured against the trends and norms, both historical and
forecasted, for the borrower and for the borrower’s industry. This
objective is easy to say, but it is and will be very difficult to actually
apply. How can trends and norms be obtained and forecasted for
each borrower, or even for each industry, in sufficient detail and on
a timely enough basis, to make such information meaningful for
analysis of each specific borrower? How will information about the
trends and norms for agriculture, for real estate, for construction, for
manufacturing, for mortgage banking, for convenience stores, for
law firms, for individuals, etc. be made available?
Even if this information about trends and norms for each industry is
somehow available, current, and meaningful (which we question),
how can useful information about forecasted trends and norms then
be developed and analyzed for each borrower?
We are concerned that this portion of the Guide appears to indicate
that such detailed analyses should and can be performed for each
borrower to cover all these: the past trends, future trends, past
normal historical information, and future projected normal
information for both the borrower and the industry of the borrower,
for each individual loan reviewed. We note that such historical and,
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even more so, such projected information is imprecise, as well as
being difficult to obtain in some cases.
Further, in many cases a borrower’s performance above or below
an industry norm may not be a valid indicator of collectibility. In
some cases other factors, such as adequacy of cash flow,
adequacy of collateral, etc., are much more useful in determining
collectibility than industry averages or predictions.
We believe that the Guide should be revised to present an analysis
approach that is practical in most circumstances, which is one that
does not involve obtaining historical trends and norms, predicting
future "trends” and future "norms” for each industry and for each
borrower, to evaluate collectibility.

8.11

Where is this located in Statement 65? The FASB has apparently
decided not to make this amendment to Statement 65 and hence
this guidance should be removed.

8.15, 8.17, 8.22

Add a reference to EITF Issue 94-5.

8.19

In the second sentence, purchased servicing rights are capitalized
at cost, which represents the estimate of present value. Clarify that
the buyer does not capitalize something greater than cost even if
more value may exist.

8.19

Add that servicing costs must also be considered in valuing
servicing.

8.28

In the statement of cash flows, it seems that net disclosure in the
operating section of the changes in loans held for sale should be
allowed, rather than showing purchases, originations, and sales
separately (as the illustrative financial statements show). Under
Statement 95, we note that the indirect method presents net
changes in operating items, and not gross flows. FAS 104 later
allowed netting of loans made to customers and principal collections
on those loans, but this was in the context of disclosures of
investing activities which Statement 95 previously indicated should
be shown gross. Thus we do not think it is necessarily correct to
require gross disclosures of some operating flows (loans originated
and sold) because Statement 104 only discussed investing flows
when it amended those requirements. The indirect method already
allowed netting of operating flows (such as inventory) and such
netting of flows for loans originated for sale and sold should be
clearly shown as permitted.

8.28

The disclosures regarding recourse do not normally appear to be
made for transactions accounted for as sales, especially for
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recourse due to technical underwriting exceptions, where exposure
is minimal.

8.28

We question if it is necessary to disclose the nature and extent of
escrow accounts. What additional information is conveyed by this
disclosure, especially if escrow accounts are not especially
significant?

8.34

Clarify that management’s review of commitments should cover
both commitments to acquire loans as well as commitments to sell
loans.

8.36

in the last line, revise the reference to “allowance for loan losses" to
“allowance for credit losses" for consistency within the Guide.

9.2

Is the discussion of in-substance foreclosures still relevant under
Statement 114? To the extent that it remains relevant, we suggest
the Guide discuss how in-substance foreclosures will occur and be
accounted for.

Footnote 2 should be rewritten and updated, since events before
Statement 114 may have little relevance when this Guide is issued.
9.7

Some direct real estate investments may also need to be deducted
for thrift regulatory capital purposes.

9.8-9.20

Are there any accounting policies that should be disclosed, such as
interest capitalization, sales recognition, depreciation, etc.? See for
example the last sentence in 10.11.

9.13

This indicates these disclosures are needed if material. Other
disclosure listings, such as those in paragraph 8.28, do not have an
“if material” indication. Either all disclosures throughout the Guide
should carry an “if material” indication, or the Guide should have a
general discussion that the disclosures indicated are required only
for material items.

9.24

The policies should also list interest capitalization and cost and
revenue recognition policies.

9.27

The last sentence specifies that the process should be tested. SAS
57, paragraph 10, presents three alternatives to audit estimates, of
which only one is to test the process. This Guide should allow other
methods of auditing estimates, to be in conformity with SAS 57.

9.29

It would be useful to clarify what “carrying costs” means. Does it
mean cost of capital, or holding expenses, or something else? It
would be useful to more clearly state what carrying costs are, to
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ensure practice is uniform.

11.31

Under item b, time deposits with a remaining term of more than one
year probably have very little due in the first year following the
balance sheet date. Hence the disclosure of future payments on
these deposits will look strange to the reader, as nothing is due in
one year and significant amounts in later years.
We also note that this disclosure of future deposit payments is not
included in the illustrative financial statements.
We suggest that clarification be obtained as to whether time deposit
maturities are in fact considered to be “long-term borrowings"
covered by Statement 47. In this regard, we note that the sample
financial statements show deposit cash flows separate from
“borrowed funds” and “long-term debt,” not included with such “long
term borrowings.” Are time deposits the same as long-term
borrowings for purposes of this disclosure, or are they really
something different from “borrowings” as the treatment in the
statement of cash flows might seem to indicate?

11.31

The disclosure under item d for overdrafts is not meaningful. Such
balances are already disclosed under loans, and disclosing the
source of such amounts (“they once were deposits”) adds very little.

11.36

The use of derivatives to hedge deposits may create inherent risk,
but we do not think the inherent risk created is in the deposit itself.
A deposit account inherent risk exists regardless of whether it is
hedged with a derivative or not, and the inherent risk in the deposit
is not changed by placement of a hedge or removal of a hedge.
Said another way, how does a savings account have higher
inherent risk if it is hedged with a derivative, versus another savings
account that is not so hedged? The change in inherent risk appears
to be associated with the decision to hedge and the nature of the
hedging item, not with the item being hedged.

Further, if the Guide continues to maintain that a derivative hedge
increases the inherent risk in a deposit account, note that Statement
80 says that a true hedge reduces exposure to risk from the item
hedged. So a true hedge should not increase inherent risk in the
item hedged.

11.43

The last sentence states that “if confirmations are used...”, then
such confirmations should include certain types of accounts.
Unless the Guide is revised to state that confirmations must be used
(which may conflict with SAS 67), it is inappropriate for the Guide to
state that a procedure that in total may not be required
(confirmations) is nevertheless required when performed to include
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some elements or to be done in a certain way. Instead, the Guide
should let the auditor decide what to confirm in the circumstances,
and merely recommend that active, inactive, dormant, and closed
accounts be included in the population being sampled if that would
be a cost-effective way of detecting problems in those areas.
12.20

In the last sentence, clarify that “that right” means the accounting
right of setoff, as Interpretation 39 does not establish legal rights of
setoff.

12.25

Consider whether it is significant to require the disclosure of
average rates and average balances of federal funds purchased.
We note that this often has not been disclosed in the past, as it
apparently has not been considered especially relevant

12.42

Revise the “should” to “should consider”, to match similar auditing
guidance elsewhere in the Guide (see 4.23, 5.97,6.96, etc.) We do
not take issue with the usefulness of this guidance, but, as
elsewhere in the Guide, the language should be more general and
not appear to be mandatory for all circumstances.

12.48

Revise the “should be reviewed” and “should test” to use “should
consider” language, to match similar auditing guidance elsewhere in
the Guide. See the prior comment

12.52

Revise the “should assess” and “should review” to use “should
consider” language, to match similar auditing guidance elsewhere in
the Guide. See comment on 12.42.

12.56

Revise the “should also review” and “should determine” to use
“should consider” language, to match similar auditing guidance
elsewhere in the Guide. See comment on 12.42.

13.8

It may be useful to note that FHLB advances may also have longer
maturities.

13.50

There may be better ways to assess the sufficiency of collateral
than through confirmation. Allow other options, instead of requiring
this one.

13.51

This paragraph unnecessarily downgrades the usefulness of
analytical procedures. It may in fact be acceptable to develop a
reasonable expectation in this area that will provide adequate
evidence, especially when few issues of debt are outstanding.

13.52

Revise the lead-in to state these are procedures that should be
“considered”. These procedures should not appear to be required
for each and every case in each and every circumstance.
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13.52

In the fourth bullet, we note that It may be difficult to determine
whether financing transactions were authorized in accordance with
lending policies. Most lending policies we have seen do not cover
incurring debt

13.52

In the sixth bullet we note that the guidance about agreeing the
prior-year balance to prior-year workpapers is too detailed of a
procedure. Specifying such a detailed procedure is inconsistent
with the extent of procedures described in other areas.

14.21

Update for recent regulatory action.

14.26

in the last line, should “accounting changes" be added?

14.28

This paragraph contains some of the same discussion as in
paragraph 14.26, and perhaps could be rewritten to be less
redundant

14.36

Consider adding “accounting changes* as another area where
income tax may be allocated.

14.37

There is no reason to require disclosure of the assumed tax effect
on realized gains and losses on security sales. This carryover from
historical treatment of security sales should be discarded. If a
security sale leads to tax at a rate that is not the statutory rate, FAS
109 requires disclosure of the reason for that situation. A blanket
disclosure of the tax allocated to net security transactions (to the
extent that can be determined under the FAS 109 balance-sheet
approach) is not needed.

15.21

In the fourth line, must the rate always be below LIBOR?

15.34

Update footnote 1.

15.36

Use “hedger* instead of “hedger's*.

16.3

Add specific references to regulatory and SEC guidance.

16.4

Consider adding FAS 109 as another location of guidance.

16.14

The reference to paragraph 16.9 should be 16.12.

17.15

This paragraph may be better worded as procedures to gain an
understanding over financial reporting, rather than to perform an
evaluation. See 12.45, and SAS 55.

17.16

it is unclear why the accountant should understand computer
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models used in making investment decisions. How will such
understanding help meet the objectives of the audit engagement?
Is the accountant now charged with determining the merit of
investment decisions, via required scrutiny of managements
decision making processes and tools? If so, what should be done in
other audit areas about analyzing interest gap models, analyzing
models that determine fee schedules, analyzing branch location
models, analyzing loan pricing models, etc. etc. Is the accountant
now charged with determining if each institution’s model is “good” or
“an effective investment tool” or some other subjective
consideration? What if the investment model is very complex and
involved and thus would require extensive analysis to understand,
but there were only two investment transactions and the auditor can
adequately test those transactions? Delete this section.

17.18

Since trust assets are not included in the institution’s financial
statements (per 17.11), what difference does it make to a financial
statement audit of the institution whether a transaction in a trust
account (not reported as an asset or liability of the institution) was a
sale or a financing arrangement?

18.2, 18.7,
18.8,18.9, 18.10

In the second sentence of the second paragraph of the auditor’s
report, “audits” should be “audit” per SAS 58.

19.1

This section states that the example financial statements include
“minimum” disclosure requirements. We suggest that “minimum” be
replaced by “typical” or “illustrative.” Especially when some matters
are not material, these “minimums” may be reduced or eliminated.
Also, some items, such as the lending limit disclosure in Note 11,
are more than minimum disclosure requirements.

19.12

Include a caption for new long-term debt in the cash flow statement.

Illustrative
Financial
Statements:
General

In general, we believe that the illustrative financial statements
should be significantly revised and rewritten. These do not yet
appear to be well-polished examples of the art of preparing financial
statements and footnotes. We believe that significant
improvements can and should be made to the content of the
disclosures, to the relative emphasis given to various matters in the
footnotes, and to the wording and appearance of the financial
statements and disclosures.

Further, in some cases the illustrative financial statements appear to
have been prepared somewhat differently from the disclosure
guidance given elsewhere in the Guide. We note that some
disclosures discussed in the Guide are not present in the financial
statements and some items are included in the body of the Guide
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that are not in the financial statements.

Illustrative
Financial
Statements:
Specific Items

Some comments about individual items in the illustrative financial
statements follow.

In the income statement, consider combining the three interest
income amounts for securities available for sale, held to maturity,
and trading. The detail adds little relevant information and, in some
accounting systems, this detail breakdown will be difficult to obtain.
In the income statement, add "net of amortization” to “loan servicing
fees”. The amortization of excess servicing fees could be
significant
If there is a net gain on foreclosed real estate, where is that to be
shown in the income statement?

In the cash flow statement, consider showing a separate line item
for premium and discount amortization in the operating income
reconciliation.
In Note 1, the common policy of netting certain cash flows, as
allowed by FAS 104, should be disclosed.

In Note 1g and Note 4, remove the reference to the specific FASB
statement, since such references are not present for other items
where an FASB statement applies (such as loan fees, securities,
income taxes, etc.)
in Note 1g, consider expanding the discussion of the accounting
policy for credit losses to discuss the subjectivity inherent in the
estimation process, the fact that estimates may change over time,
etc.
In Note 1g, the allowance is termed for loan losses, whereas the
statement of financial condition and Note 4 call it an allowance for
credit losses. Also, is “bad debt expense” or “provision for credit
losses” preferred?

In Note 1n, consider adding a policy regarding the effect given to
stock dividends.

In Note 2, the first sentence is not needed, as Note 1 discusses the
policy.
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In Note 2, the disclosure of gains and losses by type of security
(agency vs municipal) is not needed, nor is it required by Statement
115.
In Note 2, it might be better to more dearly state that the first table
indudes equity securities but that the maturity table exdudes such
securities.
In Note 4, the discussion of the allowance on impaired loans would
be improved by stating that the allowance for credit losses related to
these loans is “induded in” the total allowance, or words to that
effect

In Note 6, the discussion of the mortgage loans underlying
mortgage-backed securities suddenly appears in the middle of a
discussion of loans serviced. This disclosure might be better
presented elsewhere in the notes. In addition, there are no
mortgage-backed securities shown on the balance sheet. If there
are such securities, should they be shown as a separate line item or
combined with other HTM or AFS securities.
In Note 10, in the last table, are these notional amounts or are they
actually contractual amounts?
Where is the disclosure of related party deposits that the Guide
recommends?

in Note 12, the discussion of the bank special bad-debt deduction
might be better understood if it were shown to be applying to a
savings institution. Further, we suggest illustrating the Statement
109 disclosure of the unrecorded deferred tax liability on savings
institutions. Perhaps a separate section of this note should illustrate
a savings institution’s taxation disdosures.
In Note 13, we suggest deleting the information about activity in the
related party loans, since this illustration is not for an SEC
registrant
In Note 16, if prompt corrective action capital amounts are
substantially the same as capital adequacy amounts, it may suffice
to state that fact instead of showing separate tables.
In Note 16, eliminate the “as defined” and provide more meaningful
descriptions of what is included in capital and in assets.

Should footnotes for benefit plans, stock compensation plans, and
other typical items be presented?
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FIAC's comments respond to the AICPA's "Specific Issues for Comment".
Issue 1:

Scope

Is the scope of the Guide with respect to non-federally insured institutions appropriate?

As mentioned earlier, FIAC believes all financial institutions should be subject
to uniform application of generally accepted accounting principles. Therefore,
we believe the Guide should also apply not only to the audits of the financial
statements of banks and savings institutions but also credit unions and other
financial institutions regardless of charter.
Issue 2:

Income Recognition For Impaired Loans

If FASB eliminates FASB Statement No. 114's income recognition guidance, how should

income recognition be addressed in the final Guide?

In October of this year, the FASB issued an amendment to FASB Statement No.
114: Statement of Financial Accounting Standards No. 118 Accounting by
Creditors for Impairment of a Loan-Income Recognition and Disclosures. This
Statement amends Statement 114 to allow a creditor to use existing methods
for recognizing interest income on impaired loans. To accomplish this, it
eliminates the income recognition provisions in paragraphs 17-19 of Statement
114. As amended, Statement 114 does not address how a creditor should
recognize, measure, or display interest income on an impaired loan.
The members of FIAC agree with the FASB’s decision to drop Statement 114's
income recognition requirement as stated in paragraph 12 of Statement No.
118. "The Board concluded that, to avoid a delay in the effective date of the
measurement provisions of Statement 114, it would be preferable to allow
creditors to use existing accounting methods for recognizing interest income
and to eliminate the income recognition provisions."

FIAC believes that the income recognition issue is secondary to the impairment
measurement guidance described in Statement No. 114. Consequently, FIAC
recommends the Guide make reference to Statement No. 118 for income
recognition guidance.
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Issue 3:

Derivative Financial Instruments

Are there disclosure or other matters about derivatives that should be addressed further by the

Guide?

In October of this year FASB issued Statement No. 119 Disclosure About
Derivative Financial Instruments and Fair Value of Financial Instruments.

FIAC recommends the Guide include the additional disclosures required by
this Statement
Issue 4:

Loan Accounting

Does the draft guidance appropriately capture practice?

FIAC believes that the loan accounting description of paragraph 6.44 of the
Guide captures current practice. Some banks and savings institutions may not
have specific valuation accounts on loans because they have not yet adopted
FASB Statement No. 114. However, with the Statement's effective date of
December 15,1994, all financial institutions covered by the Guide will soon
adopt this Statement's provisions.
Issue 5:

Miscellaneous Disclosures

Are these changes in disclosure requirements appropriate?

FIAC agrees with the AICPA's decisions to drop the FHLB and deposit
disclosures for the reasons stated in Issue #5. FIAC also agrees with the
Guide's required disclosures of chapter twelve's repurchase and reverse
repurchase agreements. However, FIAC sees no useful purpose for disclosure
of the income tax effect related to realized securities gains and losses. There
are no other required tax disclosures for other sales activities. Consequently,
FIAC believes this requirement should be dropped from the guide.
Issue 6:

Trust Services and Activities

Is the scope of guidance on trust services and activities appropriate?

FIAC has no comment on this issue.
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Issue 7:

Disclosures About Regulatory Matters

Is the scope of the proposed disclosures appropriate?

Paragraphs 2.48 and 2.49 of the Guide identify required footnote disclosures of
banks and savings institutions' amount of actual and required regulatory
capital plus discussion of non-compliance issues. FIAC agrees with these
disclosures because of their importance to fully informing the user of audited
financial statements.
Should institutions classified well capitalized under the regulatory framework for prompt
corrective action be permitted to provide fewer disclosures based on their capital status?

Based upon FIAC's goal of uniform application of GAAP, the committee
recommends all banks and savings institutions provide the same regulatory
capital disclosures identified in the Guide. We agree with the AICPA's
accounting standards executive committee position, as stated in the Guide, that
"capital is relevant information for all institutions whether at, below, or in
excess of the minimums required and is an important part of periodic filings of
regulatory financial reports".
Is the method of application to holding companies appropriate?

FIAC agrees that the disclosures required by paragraphs 2.48 through 250 of
the Guide should be presented for holding companies and all significant
subsidiaries.

Is the auditing guidance appropriate? Is the background information on related regulatory
accounting practices sufficient to permit performance of the procedures?

FIAC believes that paragraphs 2.98 through 2.110 of the Guide provides
appropriate audit guidance and sufficient background information on related
regulatory accounting practices to permit performance of the procedures.
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Other Comments
In paragraph 19.8, the Guide states that the reconciliation of regulatory capital
to GAAP capital in a footnote to the financial statements should be labeled as
unaudited information. However, Chapter 2 of the Guide requires regulatory
capital to be audited. FIAC believes that this reconciliation should be
disclosed in a footnote as audited information.

FIAC believes that Appendix D of the Guide entitled "FDI Act Reporting
Requirements" should be included as a separate chapter with appropriate
narrative and discussion as shown in other chapters of the Guide. As
presented in Appendix D, this information is primarily regulatory text and
lades background and explanatory language.

FIAC thanks you for this opportunity to comment on the Guide. If you have any
questions on the views expressed herein, please contact me at telephone number (317)
269-1222.

Sincerely,

Michael T. McAninch
Vice President & Controller First Indiana Bank
Member FIAC
MTMjm
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November 22,1994

1994 '.
James F. Green
Federal Government Division
File B-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081
Dear Mr. Green:
The Accounting Principles Committee of the Illinois CPA Society ("Committee”), with the
assistance of the Banks and Savings Institutions Committee of the Society, is pleased
to have the opportunity to comment on the Exposure Draft of the Proposed Audit and
Accounting Guide, Banks and Savinas Institutions ("Guide”). The organization and
operating procedures of the Committee are reflected in the Appendix of this letter.
These recommendations and comments represent the position of the Illinois CPA Society
rather than any of the members of the Committee and of the organizations with which
they are associated.
Conclusion:

The proposed audit guide is a fairly comprehensive tool for use by auditors. As
such, the guide will be a useful tool for practitioners in general practice and should not
be relied upon for solutions to complex issues.
The review group did comment on specific issues:

ISSUE 1:

SCOPE

Is the scope of the Guide with respect to nonfederally insured institutions
appropriate? Committee has no comment on this issue.
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ISSUE 2:

INCOME RECOGNITION FOR IMPAIRED LOANS

If FASB eliminates FASB Statement No. 114’s income recognition guidance, how
should income recognition be addressed in the final Guide?
With the issuance of FASB Statement No. 118, the Guide should be amended to
reflect income recognition and disclosure. Our suggestion is:

a.

Creditor should accrue interest on the net carrying value of the
impaired loan and report other changes in the net carrying value of
the impaired loan as an adjustment of bad debt expense.

b.

Creditor should report all changes in the net carrying value of the
impaired loan as an adjustment of bad debt expense.

c.

Creditor should continue to use existing recognition methods such
as the cost recovery method or the cash basis method to report
income on impaired loans.

The Guide has gone to all the effort to discuss the first two options and
FASB has voted to allow these two alternative measurements. Since the Board feels the
first two options are the best methods, they should be listed as the first options although
the other method should be given equal billing.
Reasoning:

ISSUE 3:

DERIVATIVE FINANCIAL INSTRUMENTS

Are there disclosure or other matters about derivatives that should be addressed
further by the Guide?
Paragraph 15.1:

The guide needs to introduce the term "derivatives" early in the discussion and
define what it means.
Paragraph 15.2:

One of the problems with the last sentence in this paragraph is that the terms
become circular—i.e., "product... underlying an instrument... is an instrument."
Paragraph 15.3:

Note that there are many cash-settled futures contracts not mentioned here, such
as stock-index futures and Eurodollar futures. In addition, futures on agricultural
commodities are not mentioned.
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Paragraph 15.4:

This discussion fails to distinguish between an "American" option (can be
exercised on or before expiration date) and a "European" option (can be
exercised only on the expiration date).
Paragraph 15.34:

The FASB has now completed its project on disclosures about derivatives with the
recent issuance of Statement No. 119 and the footnote should be amended.
Paragraph 15.34:

There is no discussion about "Risk management service for clients." Unclear
what this means.
Paragraph 15.43:

Given the extent of the discussion about hedging, it would seem that asset/liability
management might be covered in more depth. Moreover, it might be useful to
connect these two sections in some way since ALM activities and hedging often
overlap.
Paragraph 15.47:

Should consider making reference to BC-s77 and related regulatory guidance on
derivatives.
Paragraph 15.69:

Penultimate sentence is somewhat of a non-sequitur in that one does not "write"
a collar. By definition, a collar is the result of combining a purchased cap and a
written floor.
Paragraph 15.70:

This section should be updated for the issuance of FASB Statement No. 119.
Consideration should be given to providing guidance on so-called "structured notes,"
since these usually involve embedded derivatives.

ISSUE 4:

LOAN ACCOUNTING

Does the draft guidance appropriately capture practice?
3

Paragraph 6.44:

Appears to capture current practice, except for deferred fees or costs. While
deferred loan fees are calculated and recognized on an individual loan or loan
pool basis, they are usually not reflected in the carrying value of an individual
loan, either on the loan trial balance or general ledger. Deferred costs are based
on total loan origination activity and are generally not allocated to specific loans.
These deferred fees or costs are usually reported on the balance sheet in the
aggregate.
ISSUE 5:

MISCELLANEOUS DISCLOSURES

Are these changes in disclosure requirements appropriate?
Paragraph 14.37:

We would disagree with the change in disclosure, it is not useful to the financial
statement user because this information could be estimated within reasonable
approximation through the information required in the financial statements and the
tax footnote, already. If realized gains are at a significant level they should be
shown on the face of the income statement which would allow the ability to
estimate the tax effect using the information from the tax footnote. We therefore
recommend elimination of paragraph 14.37
Required Disclosures for Repurchase Agreements:

It appears to us that the disclosure requirements listed regarding Repurchase
Agreements are of a nature which would ensure appropriate compliance with
regulatory safety and soundness standards and should apply equally to a bank
or savings institution. Users of this type of transaction should have complete
knowledge of each of the required disclosure items. Therefore, we believe no
additional burden would be added to the financial statement preparer though the
addition of this required disclosure. We question the extensive nature of this
requirement, especially for non public institutions, and believe that it provides no
additional useful information. However, it appears to us that the disclosure
requirement is listed.
ISSUE 6:

TRUST SERVICES AND ACTIVITIES

Is the scope of guidance on trust services and activities appropriate?
a:

Introduction - Consider including a description of securities lending
activities in the Introduction since it is addressed several time later
in the Auditing section.
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ISSUE 7:

b:

Section 17.15 - Clarify to ensure periodic reconciliations exist
between trust assets as reported by the trust department and the
custodian.

c:

Section 17.23 - Clarify the title and discussion to include collective
funds. Specifically indicate that such funds are covered by the
AICPA Audit and Accounting Guide, "Audits of Investment
Companies."

DISCLOSURES ABOUT REGULATORY MATTERS

Is the scope of the proposed disclosures appropriate?
Should institutions classified well-capitalized under the regulatory framework for
prompt corrective action be permitted to provide fewer disclosures based on their
capital status?

Is the method of application to holding companies appropriate?
Is the auditing guidance appropriate? Is the background information on related
regulatory accounting practices sufficient to permit performance of the
procedures?
Paragraph 2.35:

State-chartered financial institutions are also subject to minimum capital
requirements imposed by state law. In some cases, state law requirements for
minimum capital may be in excess of federal requirements.
Paragraph 2.73:

An Illegal act brought to the attention of the client by the independent accountant
may require the client to file a criminal referral form concerning the illegal act with
the appropriate banking regulatory agency, the Federal Bureau of Investigation,
the Office of the U.S. Attorney and appropriate state law enforcement officials.
Paragraph 2.95:

The comment that the Office of Thrift Supervision manuals have been revised as
of January 1994 may be appropriate.
Paragraph 2.106:

Additional factors for consideration are:
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Lack of, or poorly written, regulatory policy statements (e.g., internal asset
classification, asset/liability management, investment securities portfolio
management).
Criticisms of management by the banking regulators.
Paragraph 17.9:

On February 16,1994, the Board of Governors of the Federal Reserve system,
the Federal Deposit Insurance Corporation, the Office of the Comptroller of the
Currency, and the Office of Thrift Supervision issued a statement entitled
"Interagency Statement on Retail Sales of Non-deposit Investment Products"
intended to provide uniform guidance on retail sales of mutual funds and other
non-deposit investment products by federally-insured financial institutions.
We strongly disagree with any requirement that would require disclosure of regulatory
capital calculations. However, if be necessary, the footnote disclosures on regulatory
capital should be unaudited.
OTHER COMMENTS:
Due to differences between the regulators, as well as pending changes
in the value of real-estate appraisals, the Guide may wish to reference regulatory
requirements with a note that the lowest applicable appraisal requirement should be
followed.
Paragraph 6.43:

Because of the tremendous impact of environmental
concerns and issues, real estate approvals should also indicate that an environmental
study has been performed with satisfactory results.
Paragraph 6.92: Section (2):

Included in this paragraph should be the accounting for recoveries in
excess of charge-offs for a specific loan, such as reimbursement of legal fees or court
fees which were charged to operating expense as incurred, and recovery of interest that
has not been recorded for a loan in nonaccrual status.
Paragraph 7.27:

Paragraphs 7.61 and 7.62: In addition to testing and reviewing the collateral, the auditor
should be aware of situations where the financial institution may not be in a position to
foreclose because of environmental or other issues, as well as situations where the
financial institution is required to take possession of collateral with environmental or
other loss exposures.

Chapter 7 does not address nonaccrual loan accounting and the related disclosures.
This chapter does not address interest income recovery if a nonaccrual loan become
current or an impaired loan becomes unimpaired.
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Chapter 7 appears to address the adequacy ofthe Allowance for Credit Losses, but may
also need to focus on situations where the allowance is materially overstated or
understated.
Paragraphs 9.8 and 9.9:

The following clarifications and additions would be helpful:

a.

The difference between the lower of cost or fair value at the rime of
foreclosure is charged to the allowance for credit losses.

b.

Costs to maintain the property, such as repairs and maintenance, current
property taxes, depreciation, utilities, etc., delinquent property taxes and
other costs should be charged to income in the period incurred.

c.

It appears that the accounting for rental income in practice varies. The
Guide may want to discuss the appropriateness of these methods.

The role ofthe independent accountant in representing financial institutions has changed
dramatically over the last several years. Accountants are not only involved in the
preparation of audit reports, but often are called on by their financial institution clients
to assist with the preparation of federal securities and regulatory reports, merger and
acquisition analysis (e.g., pro forma capital analysis, due diligence, accounting and tax
advice) and the preparation of regulatory applications (e.g., branch and mutual-to-stock
conversion applications). It might be worthwhile to include a section in the Audit and
Accounting Guide concerning the role of the independent accountant in each of these
areas. Accountants in smaller practices that do not face these issues on a regular basis
might find some guidance in these areas of particular help.
We would be happy to discuss our comments with you or other members of the Division.

Very truly yours,

Joan E. Waggoner
Chair
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APPENDIX A

ILLINOIS CPA SOCIETY
ACCOUNTING PRINCIPLES COMMITTEE
URES
ORGANIZATION AND OPERATING PR
1993-1994

The Accounting Principles Committee of the Illinois CPA Society (the Committee) is
composed of 27 technically qualified, experienced members appointed from industry,
education and public accounting. These members have Committee ranging from newly
appointed to 15 years. The Committee is a senior technical committee of the Society
and has been delegated the authority to issue written positions, representing the Society,
on matters regarding the setting of accounting principles.

The Committee usually operates by assigning a subcommittee of its members to study
and discuss fully exposure documents proposing additions to or revisions of accounting
principles. The subcommittee ordinarily develops a proposed response which is
considered, discussed and voted on by the full Committee. Support by the full
Committee then results in the issuance of a formal response, which, at times, includes a
minority viewpoint

AICPA

Division for CPA Firms
1211 Avenue of the Americas
New York, NY 10036-8775
(212) 596-6200
Fax (212) 596-6213

American
Institute of
Certified
Public
Accountants

December 20, 1994

Mr. James F. Green, Technical Manager
Federal Government Division, File B-1-500
American Institute of CPAs
1455 Pennsylvania, Avenue, NW
Washington, DC 20004-1081
Re:

Exposure Draft on Proposed Audit and Accounting Guide
"Banks and Savings Institutions"

Dear Mr. Green:
One of the objectives that Council of the American Institute of
CPAs established for the Private Companies Practice Executive
Committee is to act as an advocate for all local and regional firms
and represent those firms' interests on professional issues,
primarily through the Technical Issues Committee ("TIC").
This
communication is in accordance with that objective.

TIC has reviewed the above referenced proposed audit and accounting
guide (the "Guide") for banks and savings institutions and is
pleased to provide the following comments and suggestions for your
consideration.

GENERAL COMMENTS
Overall, we believe the Banking and Savings Institutions Committees
have done a good job assimilating and building upon the guidance
contained in the two existing guides. The Guide addresses a number
of significant accounting and regulatory issues affecting banks and
savings institutions and provides essential audit guidance in many
important areas.
The final product will serve as a valuable
reference tool.

SCOPE
The Guide would apply to audits of both federally and nonfederally
insured banks and savings institutions.
We concur with the
proposed scope.

DISCLOSURES ABOUT REGULATORY MATTERS

All institutions encompassed within the scope of the Guide would be
required to include disclosures of regulatory capital and related
matters in their audited financial statements, regardless of size.
Consequently, even though an institution may not need to provide
detailed information about its regulatory capital to regulators,
under the provisions of the Guide, it would be required to compute
and disclose such information in its financial statements.
However, certain smaller institutions are not required to complete
the detailed schedules in the "Call Report" if their total capital
is greater than or equal to eight percent of adjusted total assets.
Therefore, because their regulatory capital is considered to be at
an adequate level, we do not believe the detailed information will
be necessary for users of their financial statements. Moreover, we
believe such disclosures will disadvantage smaller institutions
with limited personnel resources.
As an alternative, we suggest that smaller institutions acknowledge
their compliance, with the regulatory capital requirements in the
notes to the financial statements. We believe institutions should
only be required to disclose detailed information about regulatory
capital if they are required to prepare the detailed schedules in
the Call Report. This should simplify preparation of the financial
statements and help ensure that the information presented to users
remains relevant.

Paragraph 2.48 describes the minimum disclosures required with
respect to regulatory capital requirements.
Specifically, item
3 (b) states that an institution should disclose factors that may
significantly affect its capital adequacy (volatile components of
capital, qualitative factors and regulatory mandates).
Federal
Reserve Board Regulation Y elaborates on the risk-based capital
ratio and discusses factors that can affect an institution's
financial condition (overall interest rate exposure; liquidity,
funding and market risks; the quality and level of earnings;
investment or loan portfolio concentrations; the quality of loans
and investments; the effectiveness of loan and investment policies;
and management's ability to monitor and control financial and
operating risks) . This information may help practitioners evaluate
the propriety of disclosures made by their clients. Accordingly,
we recommend that it be incorporated in the Guide.
REGULATION AND SUPERVISION

Paragraphs 2.17 and 2.31 mention the CAMEL ratings but provide
limited background information on the overall system. We believe
practitioners would benefit from a discussion of the CAMEL rating
system, its origin, what it represents and the range of possible
ratings (1-5).

With respect to disclosures of contingent liabilities associated
with violations of the law, paragraph 2.75 differentiates between
regulations pertaining to operations and those relating to
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financial reporting/accounting. To help practitioners understand
the distinction between these two compliance areas, the Guide
should provide a summary of the operating (e.g., Bank Secrecy Act,
Community Reinvestment Act, etc.) and the financial reporting or
accounting regulations relevant to banks and savings institutions.
Such information would be especially helpful to small practitioners
and the clients they serve.
INVESTMENTS IN DEBT AND EQUITY SECURITIES
Paragraph 5.53 refers to the definition of a security contained in
FASB Statement No. 115, "Accounting for Certain Investments in Debt
and Equity Securities."
We recommend that this definition be
incorporated in the Guide to facilitate practitioner review and
understanding of the guidance.
It also would be helpful if some
examples illustrating the types of securities that should be
classified and accounted for as loans for regulatory financial
reporting purposes were included.

According to paragraph 5.99, the independent accountant should
evaluate an institution's classification of securities. It refers
the reader to FASB Statement No. 115 for circumstances in which the
sale or transfer of a security would not be considered inconsistent
with the held-to-maturity classification and for circumstances in
which debt securities should not be classified as held-to-maturity.
We believe these two sections (subparagraphs 8a-f and 9a-e) of FASB
Statement No. 115 should be included in the Guide. Also, although
asset-liability management plans can be accomplished without
disposing of all securities classified as held-to-maturity, the
Guide should elaborate on how these plans can affect the held-tomaturity classification. In addition, because many auditors appear
to be uncertain about the nature and extent of evidential matter
needed to support the consideration of an entity's positive intent
and ability to hold securities to maturity, the Guide should
provide some direction in this regard.

LOAN ACCOUNTING
Based on the experience of TIC members, the loan accounting
described in paragraph 6.44 does reflect the current accounting and
reporting practices of banks and savings institutions.

Paragraph 6.34 briefly discusses commercial real estate and
construction loans in which the lender's only source of repayment
is the collateral.
FASB Statement No. 114, "Accounting by
Creditors for Impairment of a Loan," provides some guidance on
collateral dependent loans; however, there are some unresolved
points.
For example, FASB Statement No. 114 considers a loan
collateral dependent if repayment is expected to be provided solely
by the collateral.
However, it does not discuss how secondary
repayment sources, such as personal and/or third party guarantees,
affect the determination of collateral dependency. Because these
loans present unique risks and, by extension, are more difficult to
evaluate, the Guide should provide comprehensive guidance with some
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examples to help practitioners understand the relevant accounting
and financial reporting issues.

FASB Statement No. 114 is discussed in various sections throughout
chapter six; however, no illustrations are provided on how the
statement is applied. Determining and measuring impaired loans can
be difficult because of the judgment and estimates involved. Since
this Guide may be a principal source of information for many small
practitioners, it would be helpful to include examples describing
the attributes of impaired loans and illustrating how the three
measurement methods (i.e., present value of expected future cash
flows discounted at the loan's effective interest rate; a loan's
observable market price; and fair value of the collateral) are
determined.
Paragraph 6.73 summarizes the disclosure requirements of FASB
Statement No. 107, "Disclosures about Fair Value of Financial
Instruments, " and provides some guidance on how the fair value of
loans can be determined. As stated above, because this Guide may
be a primary source of information for some practitioners, a
discussion of the various factors to consider when estimating the
fair value of loans would be helpful, especially for commercial
loans that lack a ready market. Guidance on techniques that can be
used to categorize loan portfolios into similar loan classes for
valuation purposes would also be beneficial.

Certain highly rated banks and savings institutions are permitted
to grant loans with less-than-adequate documentation. Because less
stringent loan underwriting procedures are applied to such loans,
the risk of loss can often be high.
Even though these so-called
"no doc" loans typically represent a small portion of the loan
portfolio, we believe the Guide should apprise practitioners of
their existence and elaborate on the related risk factors.

The "Regulatory Matters" section of chapter seven refers to
information published by the Office of the Comptroller of the
Currency and the Federal Deposit Insurance Corporation relating to
the allowance for loan and lease losses ("ALLL").
This section
should also refer to a December 21, 1993 interagency policy
statement on the ALLL, which discusses, among other things, the
nature and purpose of the ALLL and the responsibilities of the
Board of Directors and management.
The policy statement also
includes a discussion of how an examiner should check the
reasonableness of management's ALLL methodology.
We believe
practitioners would benefit from an understanding of how examiners
evaluate an institution's reported ALLL.
INCOME RECOGNITION FOR IMPAIRED LOANS
We realize the final Guide will be updated to include provisions of
the recently adopted FASB statement ("FASB No. 118") relating to
the recognition of interest income on impaired loans. Among other
things, FASB No. 118 eliminates the income recognition provisions
of FASB Statement No. 114 and permits use of existing methods for
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income recognition (i.e., cost-recovery, cash-basis or some
combination thereof).
It would be helpful if the Guide also
included examples illustrating how these three methods are applied.
real estate investments/owned and other foreclosed assets

Chapter nine provides general information on a variety of issues
relating to foreclosed real estate assets.
We believe readers
would benefit substantially from a brief discussion of the various
issues that could emerge during foreclosure situations (e.g.,
matters pertinent to enforcement of mortgage rights, second
mortgages, status of title, bankruptcy situations, real estate
environmental liabilities, etc.). We believe an understanding of
these issues would help practitioners plan and perform their audit
procedures and gather supporting audit evidence in this area.

Paragraph 9.8 states that, at the time of foreclosure or in
substance foreclosure, the foreclosed asset should be reported at
fair value, consistent with FASB Statement No. 15, "Accounting by
Debtors
and
Creditors
for
Trouble
Debt
Restructurings."
Calculating the loss incurred by the creditor in a foreclosure can
often be difficult.
In addition, FASB Statement No. 15 does not
appear to address instances in which a foreclosure results in a
gain to the creditor (i.e., the fair value of assets received
exceeds the recorded investment in the receivable).
The Guide
should provide information on the factors to consider when
determining foreclosure gains and losses.
Examples illustrating
how accrued interest, uncollected acquisition costs and direct loan
write-downs are treated would also be beneficial.
DERIVATIVE FINANCIAL INSTRUMENTS

Paragraph 15.74 discusses the disclosure requirements related to
derivative financial instruments. When the final Guide is updated
to incorporate provisions of FASB Statement No. 119, "Disclosure
about Derivative Financial Instruments and Fair Value of Financial
Instruments," it might be useful to elaborate on the various
characteristics of derivative instruments to help practitioners
identify them. Also, because of wide-spread public concern about
these instruments, we believe the final Guide should contain
several illustrative disclosures to help institutions comply with
the disclosure requirements.
DEPOSITS

Paragraph 11.31 describes the various disclosures required for
deposits. In the small community bank environment, disclosures for
deposits with remaining terms in excess of one year are limited.
Consequently, since many smaller institutions may not be familiar
with these disclosures, we believe it would be helpful if the
sample financial statements in chapter 19 contained an illustration
of them. This would help community banks prepare such disclosures
when required to do so.
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DEBT
The availability of short-term credit from federal reserve discount
windows and the Federal Home Loan Bank ("FHLB") System is discussed
in paragraph 13.8. We have observed that an increasing number of
smaller institutions have been using these sources as a means of
obtaining long-term credit for the purpose of granting fixed rate
mortgage loans.
Consequently, it would be helpful if the Guide
included a more complete overview of the funding available from
these sources along with a discussion of the types of securities
normally used to collateralize such borrowings.
INCOME TAXES

APB Opinion No. 23, "Accounting for Income Taxes - Special Areas,"
which sets forth the appropriate accounting treatment for the bad
debt reserves of savings and loan associations, was considered at
a time when the reserves for income tax purposes often exceeded the
reserves determined in accordance with generally accepted
accounting principles ("GAAP"). Consequently, APB Opinion No. 23
focuses on how these differences affect an association's deferred
tax liability.
Recent events have resulted in a reversal of the conditions that
existed when APB Opinion No. 23 was adopted.
Specifically, GAAP
basis reserves now frequently exceed tax basis reserves, resulting
in a deferred tax asset.
Although APB Opinion No. 23 discusses
this issue and provides some guidance, a number of associations and
practitioners still have difficulty accounting for the income tax
effects when differences attributable to bad debt reserves
initially considered "permanent" reverse or are expected to reverse
in a future period. In view of the foregoing, we believe it would
be helpful if the Guide provided examples illustrating the income
tax accounting under such changing circumstances.
*

*

*

We appreciate the opportunity to present these comments on behalf
of the Private Companies Practice Section. We would be pleased to
discuss our comments with you at your convenience.
Sincerely,

Robert 0. Dale, Chair
PCPS Technical Issues Committee
ROD:al
File 2220

cc:

Arleen Rodda Thomas, Director, Accounting Standards Division
(for AcSEC)
Gerard L. Yarnall, Director, Audit and Accounting Guides
PCP Executive and PCPS Technical Issues Committees
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DONNA J. FISHER
DIRECTOR
TAX AND ACCOUNTING
AMERICAN

BANKERS
ASSOCIATION

1120 Connecticut Avenue, NW.
Washington, D.C. 20036
(202)663-5318
Fax: (202) 828-4548

December 23,1994

Mr. James F. Green
Federal Government Division
File B-l-500
AICPA
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

Dear Mr. Green:

On behalf of its members, the American Bankers Association (ABA) appreciates the
opportunity to submit the commercial banking industry’s comments on the exposure
draft of the Proposed Audit and Accounting Guide: Banks and Savings Institutions
(Guide). The ABA is the only national trade and professional association serving the
entire banking community, from small community banks to large bank holding
companies. ABA members represent approximately 90 percent of the commercial
banking industry’s total assets, and about 94 percent of ABA members are community
banks with assets less than $500 million.

ABA applauds-the AICPA’s efforts in drafting the Guide. The Guide covers
numerous changes in industry practice and product offerings that have taken place since
the issuance of the 1983 Industry Audit Guide: Audits of Banks. For the most part, the
Guide has identified potentially significant issues that may impact the audit of a bank and
referenced the appropriate authoritative literature without establishing new accounting or
auditing principles. However, in several instances the proposed Guide has gone beyond
its intended purpose and attempted to establish new accounting and disclosure standards.
Several of the proposed disclosure changes in the main issues section of the Guide go
beyond existing interpretations of generally accepted accounting principles (GAAP) in the
industry. If approved, the Guide would impose significantly greater compliance costs
without having justified that a corresponding level of benefits had been created and
without having sufficiently gone through due process. We believe that the new audit
guide is an inappropriate medium for establishing new GAAP.

Our members are particularly concerned about the proposed audited disclosures
about regulatory capital matters. The AICPA has provided no theoretical justification for
requiring these audited disclosures. The ABA strongly believes that providing audited
regulatory capital disclosures would duplicate the work of bank regulators and be a waste
of auditing resources. The ratios that would be disclosed under the AICPA’s proposal

have been characterized by federal bank regulators as a lagging indicator of capital
adequacy because they do not fully reflect interest rate risk and concentration risk. The
costs incurred to educate external auditors about regulatory capital rules would be more
effectively spent investigating other corporate functions that have a material impact on a
bank.
Unlike other regulated industries, such as insurance, most banks are subject to a
set of regulations that are consistent among the federal bank regulators. Insurance
companies, however, are subject to statutory capital requirements that differ depending
on the requirements of a particular state. The inconsistency in the regulatory structure
for the insurance industry creates a greater need for insurance companies to make audited
disclosures about regulatory capital adequacy. To address the inconsistencies in the
insurance industry, paragraph 60h of FASB Statement No. 60: Accounting and Reporting
by Insurance Enterprises (SFAS 60) requires insurance companies to disclose the level of
statutory capital and surplus relative to state regulatory standards. It should be noted that
this requirement followed FASB’s due process procedures rather than the due process
method for an audit guide.

The ABA believes that the Guide was not intended to establish new accounting
and auditing principles that take the place of existing authoritative literature. Debates
over the costs and benefits of changes in accounting and auditing principles are more
effectively addressed by the appropriate standard setting body in a public forum that is
dedicated to a particular issue, not buried with other issues in a document that is
intended to capture current industry practice and to provide guidance for auditors. For
such a significant proposal, the focus of the debate should be specifically on the costs and
benefits of the recommended changes.

We are also concerned that the AICPA’s ambitious timetable for finalizing the
Guide may have not given banks and industry practitioners sufficient time to evaluate the
Guide, let alone review and implement the proposed changes in accounting and auditing
principles. The industry has been focused on many new changes in accounting standards,
including the implementation of SFAS 115 and SFAS 114. The industry has also been
participating in the formulation of new accounting standards, including disclosures for
derivatives and accounting for originated mortgage servicing rights. The limited
comment period relative to the size of the proposed Guide mandates that the AICPA
confine the scope of the document to documenting industry practice and providing
guidance on potentially significant bank product issues, rather than establishing new
accounting and auditing principles.
Given the relatively short comment period, we solicited input from the members of
the ABA Accounting Committee on the issues specifically identified by the AICPA and
assigned chapters of the Guide to individual committee members. The ABA’s position on
the issues identified by the AICPA are summarized in this letter and primarily focus on
accounting and disclosure issues. The comments by individual institutions on each
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chapter are attached to this letter.

Issue 1: Scope - Inclusion of Nonfederally Insured Institutions
The Guide proposes to include nonfederally insured institutions in the scope of the
document. However, the Guide does not sufficiently define what types of organizations
would be considered nonfederally insured institutions. In paragraphs 1.4 and 1.5, the
Guide mentions investment companies, brokers and dealers in securities, insurers, financial
subsidiaries of commercial enterprises, and credit card companies as businesses that
provide financial services typically offered by banks and savings institutions. But, it is not
clear whether these activities would cause the institutions (or others such as mortgage
banking and consumer finance companies) to be subject to certain provisions of the
Guide. We recommend that the AICPA dearly define what organizations would be
covered by the Guide.
We believe that the financial intermediaries listed in paragraphs 1.4 and 1.5 should
be subject to the same rules as banks in other Industry Audit and Accounting Guides if
the financial services activities discussed in the Guide represent a material portion of their
overall business. Increased competition between depository and nondepository
institutions warrants consistent treatment among different industries. Auditing and
accounting guidance should not create an artificial barrier between banks and other
financial service companies whose activities are similar, since the distinction between the
industries is naturally dissipating in the marketplace.

Issue 2: Income Recognition for Impaired Loans
The AICPA asks how income recognition on impaired loans should be addressed
in the Guide and refers respondents to paragraph 6.46 for comment. ABA believes that
the Guide should only refer to FASB Statement No. 118: Accounting by Creditors for
Impairment of a Loan - Income Recognition and Disclosures (SFAS 118) in its discussion
of this issue for several reasons.
The FASB extensively debated this issue in a public forum and decided that
creditors could use their own methods for recognizing interest income on impaired loans
as long as specific disclosures about the method are made in audited footnotes. The
disclosure requirements of SFAS 118 provide the appropriate platform for creditors to
describe, and for auditors to evaluate, the income recognition policies which are chosen
for impaired loans. There does not appear to be a significant discrepancy in the
procedures for recognizing interest income on impaired loans within the banking industry
to justify additional guidance. Therefore, it is not justified to debate the issue and delay
the issuance of the Guide.
Further guidance on the interest income recognition could unnecessarily create
inconsistent treatment versus other lending institutions. SFAS 118 is effective for all
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creditors, not just banks and savings institutions, and income recognition for impaired
loans is important to nondepository financial institutions not covered by the Guide. The
FASB addressed this issue in the Basis for Conclusions in paragraph 37 of FASB
Statement No. 114: Accounting by Creditors for Impairment of a Loan (SFAS 114) and
stated that: "[The Board was unable] to identify any compelling reasons to suggest that
different types of creditors should account for impaired loans differently or that financial
statement users for a particular industry or size of entity would be better served by
accounting that differs from that of other creditors."

Issue 3: Derivative Financial Instruments
FASB Statement No. 119: Disclosures about Derivative Financial Instruments and
Fair Value of Financial Instruments (SFAS 119) should be added to the financial
statement and disclosure section on derivatives. SFAS 119 provides the proper framework
for quantitative and qualitative disclosures about derivatives and how they are used in
either trading or risk management activities. SFAS 119 eliminates the need for suggested
derivatives disclosures that are in the last sentence of Paragraph 15.71d and all of
Paragraph 15.74 because it addressed shortcomings of FASB Statement No. 105:
Disclosure of Information about Financial Instruments with Off-Balance Sheet Risk and
Financial Instruments with Concentrations of Risk (SFAS 105) and FASB Statement No.
107: Disclosures about Fair Value of Financial Instruments (SFAS 107). SFAS 119 was
formulated in the public domain and we object to the proposed (or any additional)
derivatives disclosures because it would not be subject to adequate due process and would
create inconsistencies among users of derivatives.

Issue 4; Loan Accounting
Paragraph 6.44 does not adequately capture current accounting and reporting
practices for loans for the following reasons: (1) the "intent and ability to hold loans
until maturity" is not a GAAP accounting term for the broad population of loans.
(2) SFAS 114 and the FFIEC’s recent decision that loan impairment allowances are
general reserves have not been incorporated into the discussion on the allowance for loan
loss reserves.
Intent and Ability to Hold to Maturity
The concept of intent and ability to hold loans until maturity is not a GAAP
accounting principle or industry practice that is employed by banks. We fear that usage
of the phrase will force loan accounting into a model based on FASB Statement No. 115:
Accounting for Certain Investments in Debt and Equity Securities (SFAS 115). We do
not believe that there are significant discrepancies in deciding whether loans should be
classified at either historical cost or lower of cost or market (LOCOM); therefore, we do
not believe this concept (or additional guidance) is appropriate.

In SFAS 115, the FASB took great pains to define: instances that would allow a
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change in intent to hold securities until maturity (paragraph 8); situations that affect the
ability to hold a security until maturity (paragraph 9); and the maturity point of securities
(paragraph 11). However, each of the definitions applied solely to debt and equity
securities, not loans. The only example of integrating loans into SFAS 115 was FASB
Technical Bulletin 94*1: Application of Statement 115 to Debt Securities Restructured in
a Troubled Debt Restructuring (TB 94-1). Although the FASB decided that restructured
loans could be subject to SFAS 115, it was only if they met the definition of a security in
SFAS 115 (TB 94-1: Paragraph 3), not the definition of intent and ability to hold until
maturity.
Allowance for Loan Loss Reserves and SFAS 114
Since the issuance of the Guide, the FFIEC has announced that loan impairment
allowances meet the regulatory definition of a general reserve, as opposed to a specific
reserve, and can be included in Her 2 capital up to 1.25% of risk-weighted assets. We
believe that the "general reserve" character of SFAS 114 allowances should be mentioned
in paragraph 6.44 to differentiate them from identified losses and ensure that auditors are
aware of industry practice.

Issue 5: Miscellaneous Disclosures
The ABA supports the proposed elimination of disclosures regarding the amount
and number of stock shares in the Federal Home Loan Bank (FHLB) pledged as
collateral for FHLB borrowings. In addition, we support the reduction in disclosures of
amount and interest rates on interest-bearing and noninterest-bearing deposits. We agree
that deposits should not be singled out for disclosure versus other liabilities. Similarly,
the tax effect of realized gains/losses on sold securities as well as financial statement
disclosures about repurchase and reverse repurchase agreements should not be specific
disclosure requirements because they are already subject to existing GAAP disclosure
standards. We object to the proposed disclosures for deposits, repurchase agreements,
reverse repurchase agreements, and income taxes because they do not capture current
practice, and they extend the scope of the Guide beyond its intended purpose. The
Guide is not the proper vehicle for considering changes in GAAP disclosure requirements.
Deposit
In paragraph 11.31a, the AICPA proposed that banks and savings and loans
disclose the aggregate amount of time deposits exceeding $100,000. The proposed
disclosure is modeled after current SEC requirements in Guide 3 [Section V.D. (1) &
(2)]. We question why deposits of this type have been targeted for audited disclosure
versus other liabilities for both publicly and non-publicly traded institutions.
In paragraph 11.31b, we believe that the AICPA may have misinterpreted the
scope of FASB Statement No. 47: Disclosure of Long-Term Obligations (SFAS 47) to
justify disclosure of maturity information on time deposits with a term of greater than one
year. SFAS 47 requires disclosure of unconditional purchase obligations associated with
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financing arrangements for major capital projects in which a lender looks as the quality of
repayment from a particular project (paragraph 23).

Income Taxes

We also object to the proposed footnote disclosure for the amount of tax effect
associated with realized gains and losses on sales of securities because it does not correctly
capture current practice for non-publicly traded banks. SFAS 115 requires that entities
disclose gross realized gains and losses on sales of available-for-sale securities (paragraph
21a). FASB Statement No. 109: Accounting for Income Taxes (SFAS 109) only requires
entities to disclose "significant" components of income tax expense (paragraph 45). The
FASB decided that publicly traded companies should be required to disclose the total tax
effect for each type of temporary difference and carryforward that gives rise to a
"significant" portion of deferred tax assets and liabilities (paragraph 155). Although the
AICPA’s proposed disclosure is currently an SEC requirement, we find no reason for
expanding it to non-publicly traded companies. If there is a problem with the tax effect
of sales of securities, it should be addressed in a more focused public forum rather than
the Guide.

Repurchase and Reverse Repurchase Agreements
The proposed disclosures in paragraph 12.36 for repurchase and reverse repurchase
agreements are not needed because there are already existing disclosure standards which
address the market and credit risks associated with financial instruments. SFAS 107 and
SFAS 105 are well-established in banking industry practice, so there is no reason to
require additional disdosures.
SFAS 107 (paragraph 7) already requires disclosure of fair values for all financial
instruments, whether or not they are recognized in the statement of financial position,
which indudes repurchase and reverse repurchase agreements. SFAS 105 (paragraphs 1720) currently requires disclosures for off- and on-balance sheet financial instruments that
exhibit a concentration of credit risk. For repurchase and reverse repurchase agreements
with off-balance sheet risk, an entity must disclose the contract amount of the
instruments, the associated market and credit risks, cash requirements, and accounting
policy (paragraph 17). Entities with agreements that have off-balance sheet credit risk
also must estimate potential credit losses assuming counterparty fidlure and collateral
liquidation. In addition, entities would have to describe the entity’s collateral policies for
these financial instruments (paragraph 18). On-balance sheet instruments would also be
subject to these disclosures if they exhibited a concentration of credit risk. The basis for
the identification of a concentration would also be required (paragraph 20).

Issue 6: Trust Services and Activities
The Guide should maintain the proposed distinction and focus on how trusts
impact the audit of a federally insured institution’s entire financial statements. Audit
procedures for the financial statements of a trust would be more effectively scrutinized if
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placed within the AICPA’s Audit and Accounting Guide: Audits of Investment
Companies.

Issue 7: Disclosures about Regulatory Matters
Our members voiced their strongest opposition to the proposed audited
disclosures about regulatory capital. The theoretical foundation behind regulatory capital
rules are usually not related to GAAP, and the disclosures would confuse users and
auditors because they bear little resemblance to the rest of the audited financial
statements. There is already sufficient protection for users against significant deterioration
in capital adequacy through SAS No. 59: The Auditor’s Consideration of an Entity’s
Ability to Continue as a Going Concern (SAS 59). SAS 59 outlines information that
ought to be disclosed in situations where there is doubt about an entity’s ability to
continue as an on-going concern, and includes the causes of the problems and
management’s plans for recovery.
The proposed requirement would only duplicate the efforts of the banking
regulators and be a waste of corporate resources. Banks would incur the costs of auditors
learning the regulatory accounting and capital rules and, effectively, rendering an opinion
on capital adequacy. Auditors do not have expertise in this area, and the disclosure
requirement would be a drain on auditing resources and detract from examining other
more important bank activities. Since the banking regulators have primary responsibility
for regulatory capital matters, it makes sense that external auditors focus their examination
on other banking activities to ensure the overall quality and credibility of GAAP financial
statements.
The federal bank regulators themselves have acknowledged that capital ratios are
not fully indicative of the capital strength of an institution (12 CFR Part 565 - Prompt
Corrective Action; Rules of Practice for Hearings). They have characterized capital ratios
as lagging indicators because they do not account for changes in such factors as interest
rate risk and concentration risk (Federal Register: September 29,1992; p. 44872). For
these reasons, the regulators have also stated that advertising capital categories could be
misleading to the general public if viewed as a regulator’s assessment of an institution’s
financial condition (Ibid, p. 44882). In fact, the regulatory agencies have prohibited
banks from including the capital category in any advertisement or promotional material
unless permitted by the regulators or required by law [FRB: 12 CFR Part 208.30(e);
OCC: 12 CFR Part 6.1(e); FDIC: 12 CFR Part 325.101(e)].

The ABA also does not support permitting "well capitalized" institutions to
provide fewer disclosures because these capital ratios in isolation do not accurately portray
capital strength, and any exemption would still require external auditors to review the
work of a regulatory examiner. Classifying an institution as either "well" or "adequately"
capitalized for regulatory purposes is based on ratios that are inconsistent with the
financial markets’ evaluation of capital strength. One significant difference is that capital
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ratios by themselves do not specifically incorporate interest rate risk or concentration risk.
Another is that regulators apply the capital categories as part of the Prompt Corrective
Action regulations to individual depository institutions, while the financial markets make a
judgement on capital at the holding company level [FRB: 12 CFR Part 208.30(c); OCC:
12 CFR Part 6.1(c); FDIC; 12 CFR Part 325.101(c)].

If there is concern about the quality of disclosures on regulatory matters in GAAP
financial statements, then the topic ought to be addressed by the FASB through their due
process procedures. The AICPA’s proposal would be a significant change to the financial
statement footnotes, and the Guide is not the means by which GAAP is created. If the
AICPA still decides to require these disclosures in some form, we would advocate that
capital adequacy be disclosed as unaudited information solely at the holding company
level. Unlike regulators, stockholders and creditors are primarily concerned about the
performance of the holding company, and they have ample resources available to address
their concerns about the performance of individual subsidiaries.

The ABA believes that new accounting and disclosure requirements should follow
due process procedures on an individual issue basis and should not be collectively
"proposed" through an audit guide. The proposed changes distract commenters from
the stated objectives of the Guide—capturing existing auditing practices in the banking
industry. The proposed accounting and disclosure changes in the Guide, especially
audited disclosures about regulatory capital, would be costly to implement. If the AICPA
believes it has identified inconsistencies in practice on specific accounting, disclosure, or
auditing issues, then a different due process procedure should be used to sufficiently
address each individual issue. In it, the AICPA would justify that the need for proposed
changes outweighs the corresponding compliance costs.
If we can be of any further assistance, please call either Donna Fisher (202-6635318) or Paul Salfi (202-663-4986).
Sincerely,

Donna Fisher
of Tax and Accounting

PaulV.Salfi
Financial Analyst
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Attachments to ABA Comment Letter dated December 23, 1994

DRAFT BANKS AND SAVINGS INSTITUTIONS AUDIT GUIDE

SUMMARY OF CHAPTER 1
NOVEMBER 1994 ABA MEETING

Chapter 1 - Industry Overview

Summary:
•

Discusses the evolution of the industry from traditional financial intermediary activities to more
complex activities such as credit card operations and securitizations of credit card receivables.

•

Provides an overview of regulatory and supervisory roles including the Federal Reserve, FDIC,

OCC and OTS. (Specifics discussed in detail in Chapter 2, and see attached for major issue
regarding regulatory disclosure.

•

Describes industry-risk factors including interest rate risk, liquidity risk, asset-quality risk (credit,
impairment, prepayment), fiduciary risk (administering trusts) and processing risk.

•

Presents a very traditional view of the activities and role of banks and savings institutions. For

example, ¶1.15 states that depository institutions derive their income primarily from the excess of
interest collected over interest paid. There is little discussion of investment banking-type activities
such as advising on corporate financial structures; arranging financing in capital and credit markets;
underwriting, or trading. The chapter and the Guide in general do not give enough emphasis to the
risks and particularities of these activities, and tend to apeak generally in terms of depositors and

borrowers rather than counterparties. Another example: the Guide cites credit card operations and
credit card securitization as examples of recent banking innovations, as opposed to citing more
complex financial instruments.
•

Section on Industry Risk Factors does not contain a discussion of currency risk or market risk.

ATTACHMENT
CHAPTER 2. REGULATION AND SUPERVISION

1.

Paragraph 2.7 The first sentence is confusing and seems to incorporate several concepts.
Also, the declaration of "public responsibilities of depository institutions" should be
deleted. Whether a bank has such a responsibility, and the level of that responsibility, is a
much debated subject and incorporation of such a concept into the Practice Guide is not

necessary.
2.

Paragraph 2.8 Proposed and final regulations are issued to regulated banks in various
regulatory agency publications (see paragraphs 2.92 through 2.96). The availability of
proposed and final rules other than through the Federal Register should be noted in this
paragraph.

3.

Paragraph 2.13 The examination requirements have been changed by the Reigle
Community Development and Regulatory Improvement Act of 1994. CAMEL 1 banks up

to $250 million in assets, and CAMEL 2 banks up to $100 million (to be increased in 1996
to $175 million), may be examined once every 18 months rather than annually.
4.

Paragraph 2.16 The word "written" in the first sentence should be deleted. Examiners
will consider unwritten policies and procedures if demonstrated by practice.

5.

Paragraph 2.17 This sentence is confusing. It needs to be rewritten. In addition,
considering how frequently this chapter refers to a bank's CAMEL rating, and the
importance of that rating for a number of items within this chapter, I suggest that a brief
description of CAMEL be provided within the chapter.

6.

Paragraph 2.23 This paragraph states the FIRREA established separate insurance funds
for deposits held by banks and thrifts. This statement is misleading. Separate insurance
funds for bank deposits and thrift deposits have existed for years. The thrift deposit
insurance fund went broke, and FIRREA did create a new fund (SAIF) to insure the
deposits of failed thrifts not covered by the previous, now bankrupt, thrift insurance fund
and funds separately appropriated for the RTC's resolution of failed thrifts. The BIF name
was simply given to the previously existing fund insuring bank deposits.

7.

Paragraph 2.23 The BIF and SAIF acronyms need to be defined.

8.

Paragraph 2.28 The sentence beginning "Regulatory intervention..." is an inaccurate
description of a regulatory’s activities and overstates the regulator's reliance on capital for
supervision purposes. The sentence should be changed or deleted. It would be accurate
to attribute such characteristics to the prompt corrective action provisions of FDICIA.

9.

Paragraph 2.36 Same as comment 8. Any discussion must necessarily recognize that

many factors other than capital ratios can trigger regulatory intervention.
10.

Paragraph 2.41 A sentence needs to be added to this paragraph declaring that the
institution must exceed each of the minimum capital ratios set forth for a particular capital

category to be classified within that category.
11.

Paragraph 2.48 Inclusion of a bank's actual capital amounts in a footnote to the financial
statements 1) establishes a disclosure requirement otherwise not found in GAAP literature
(it is a stated intention of the AICPA that the Audit and Accounting Guide not establish
GAAP); and 2) would require that the disclosed amounts be audited.

The audit ofthe risk-based capital ratios would be a difficult, time consuming, and
expensive burden placed on banks by the AICPA The risk-based capital computations are
based on a long and complex set of rules. In addition, risk-based capital rules are
promulgated separately by each banking agency, so there are four similar, but not
identical, sets of rules to be considered. Furthermore, substantial portions of the
information included in the risk-based capital computation is not subject to audit
elsewhere, particularly to the extent of different risk weights assigned to assets included in
the same line item of the financial statements. It must also be considered that risk
weighting of assets and off-balance sheet contracts are subject to considerable
interpretation of the regulations and judgement of the person assigning the risk weight.
Such subjectivity makes auditing the amounts more difficult. Finally, it should be
considered that if the bank has a significant capital add-on for interest rate risk (when that
rule is finalized and if such an option is included in the rule) then the auditor may find it
necessary to audit the interest rate risk component and consider all the assumptions
underlying such a model. This last highlights that risk-based capital rules are dynamic and
a future event may occur which would further complicate the audit of risk-based capital
amounts and ratios and disclosure as a financial statement footnote.
In summary, I agree with the Practice Guide's contention that the risk-based capital ratios
are important information for the financial statement user. However, I believe the cost to
provide such information in a financial statement footnote as opposed to disclosure
elsewhere in an unaudited format exceeds any benefit. Providing the ratios and any related
discussion outside the footnotes as unaudited information would avoid a significant cost

and burden to banks while making the information available for users. However, the loss
ofthe audited characteristic may reduce the reliability of the amounts in some eyes.
Paragraph 2.51 requires that the disclosure of capital matters "be presented for holding
companies and all significant subsidiaries." If this sentence is interpreted as requiring
separate comparative disclosures of the risk-based capital amounts and ratios of the parent
holding company, significant second tier holding companies, and significant affiliate banks,
then the disclosure requirements would become extremely onerous holding company
financial statements must disclose the capital ratios of the holding company and all
significant subsidiaries in the footnote (note that the Practice Guide uses the work

"significant," not "material"). Also, if separate disclosure of capital ratios is required for

each "significant" bank, the level of materiality for the audit of the footnote may be
significantly less than the level of materiality for the holding company financial statements
taken as a whole. Furthermore, the proposed Practice Guide does not define "significant”
which could lead to divergent interpretation of what is a significant subsidiary. Finally,
given the FIRREA cross guarantee provisions, the FDICIA enforcement actions available
to the regulators including requirement of the holding company to support the capital level

of the affiliate banks or divest themselves of the banks, and the Federal Reserve holding
company source of strength doctrine, the only capital ratios that are truly meaningful to
the outside user are the capital ratios of the consolidated holding company.
My recommendations for changes to paragraphs 2.48 through 2.51 are as follows:

►

The risk-based capital disclosures should be made in unaudited sections of the
annual report—MD&A if an SEC registrant or otherwise provided, and unaudited

schedule for banks not providing MD&A.
►

Banks should retain the ability to include the disclosure in audited financial
statement footnotes at their election.

►

Paragraph 2.51 should be modified to prevent an interpretation that separate
disclosures of subsidiary capital amounts and ratios are required by deleting "and
all significant subsidiaries" from the sentence.

12.

Paragraph 2.53 A bank is prohibited from disclosing it’s assignment to a capital category
in any advertisement or promotional material unless permitted by its principal federal
regulator or required by law (12 CFR 208.30(e), 12 CFR 6.1(e), 12 CRF 325.101(e), and
12 CFR 565.1(e)). At question is whether a description of a bank as "well capitalized" or
other capital classification in the public financial statement would violate this rule. I
believe it would unless specific authorization for such disclosure was first made by the
federal banking agencies. The requirement for stating the capital category should be
deleted from the Practice Guide.

13.

Paragraph 2.53 A statement "not applicable to well capitalized insured depository
institutions or bank holding companies" should abe added parenthetically to the disclosure.

14.

Paragraph 2.62 Last sentence. What is meant by "other report" should be clearly stated.
It is too inclusive as it is currently written.

15.

Paragraph 2.81 Valuation of Real Estate Owned and Valuation of Certain Intangibles—the
write-up of these elements is inconsistent with the preceding elements. GAAP should be
described in each of these elements.

16.

Paragraph 2.100 If these is a question as to whether inclusion of the capital ratios and
amounts in a footnote will lead users to believe the RAP call report amounts have been
audited, would it be prudent to remove such a question by providing unaudited risk-based

capital information and clearly marking the information as unaudited.
17.

ab
a-aud

Paragraph 2.104 If the capital ratio disclosure is unaudited this paragraph would
necessarily be changed.

Chapter 2

REGULATION AND SUPERVISION

INTRODUCTION
2.1
Laws and their implementing regulations affect the areas and ways in which depository
institutions operate, while creating standards with which those institutions must comply. Some
laws and regulations directly address the responsibilities of independent accountants.

2.2
The primary objective of this chapter is to explain why and how independent accountants
should consider regulatory matters. This chapter also addresses the overall regulatory approach
and environment, and the relative responsibilities of institutions, examiners, and independent
accountants. Considerations independent accountants should give to specific areas of regulation
are highlighted in subsequent chapters.
2.3
Independent accountants should be familiar with regulations because of the impact
regulations have on the independent accountant's —

a. Acceptance of engagements in the depository institutions industry.
b. Planning activities (that is, development of the expected conduct and scope of an
engagement).

c. Responsibility for detection of errors and irregularities.
d. Evaluation of contingent liabilities and related disclosures.

e. Consideration of an institution's ability to continue as a going concern.
2.4
As required by Statement on Auditing Standards (SAS) No. 22, Planning and Supervision
(AICPA, Professional Standards, vol. 1, AU sec. 311), independent accountants should consider
matters affecting the industry in which the entity operates, such as government regulations. In
that regard, it is helpful for independent accountants to be familiar with the nature and purpose
of regulatory examinations — including the differences and relationship between examinations and
financial statement audits.
2.5
Finally, an understanding of the regulatory environment in which institutions operate is
necessary to complement the independent accountant's knowledge of existing regulatory
requirements. Because the regulatory environment is continually changing, the independent
accountant must monitor relevant regulatory changes and consider their implications in the audit
process.

REGULATORY APPROACH

2.6
The depository institutions industry entered the 1990s in the midst of reregulation. The
early 1980s saw the removal of interest-rate ceilings, changes in reserve requirements, and related
deregulatory actions. But high losses incurred by the federal government as a result of providing
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deposit insurance (on both insured end uninsured deposits) drove legislation in 1989 and 1991 to
increase regulatory oversight.

2.7
One primary objective of regulation is to maintain the strength of the banking system, in
turn, promoting and enforcing the public responsibilities of depository institutions, protecting
depositors, and preserving funds for federal deposit insurance.
Regulations are generally
associated with one or more of the following objectives: capital adequacy, asset quality,
management competence, liquidity, and earnings.

2.8
Many laws and areas of regulation deal with the public role of depository institutions. For
example, laws and regulations exist to ensure the availability of credit to all creditworthy
applicants without discrimination and to satisfy the credit needs of low- and moderate-income
neighborhoods in depository institutions* local communities.
2.9
Other regulations deal directly with an institution's operations and, therefore, have broader
financial implications. For example, rules exist that restrict the acceptance and renewal of
brokered deposits based on an institution's level of capitalization.
2.10 In addition to the specific regulatory matters outlined in subsequent chapters, there are
three aspects of the regulatory process that are particularly important to independent accountants:
rule making, examinations, and enforcement.
Rule Making

2.11 Regulations are created by the federal banking agencies based on their ongoing authority
or as specifically mandated by legislation. Proposed rules and regulations are generally published
for comment in the Federal Register, a daily publication of the federal government. Anal rules also
appear in the Federal Register and are codified in Section 12 of the Code of Federal Regulations
(12 CFR). The rules applicable to a given institution depend on the institution's charter.
Institutions are informed of new rules, policies, and guidance through publications of the federal
banking agencies (see "Information Sources," paragraphs 2.92 to 2.97).

2.12 Discussions of specific regulatory matters found throughout this guide should not
substituted for a complete reading of related regulations, rulings, or other document where
appropriate. Also, independent accountants should keep apprised of recent changes in regulations,
as the regulatory environment is constantly changing.
Examinations

2.13 Federally insured depository institutions are required to have full-scope, on-site
examinations by the appropriate federal banking agency once every twelve months (eighteen
months for certain well-capitalized institutions having less than $100 million in assets). In certain
cases, an examination by a state regulatory agency is accepted.
Full-scope and other
examinations are intended primarily to provide early identification of problems at insured
institutions.
2.14 The scope of an examination is generally unique to each institution based on risk factors
assessed by the examiner; however, general areas that might be covered include —
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• Capital adequacy.
• Asset quality.

• Management.
• Earnings.

• Liquidity.
• Funds management.
• Internal systems and controls.

• Consumer affairs.
• Electronic data processing.
• Fiduciary activities.

2.15
Examinations are sometimes targeted to a specific area of operations, such as real estate
lending or trust operations. Separate compliance examination programs also exist to address
institutions' compliance with laws and regulations in areas such as consumer protection, insider
transactions, and reporting under the Bank Secrecy Act.

2.16 An examination generally begins with a review of the institution's writton policies and
procedures. The examiner compares the policies and procedures to regulatory requirements and
evaluates whether the policies and procedures are appropriately followed in the day-to-day
operations of the institution. The examiner then analyzes documentation, of operating activities,
such as minutes, management reports, and financial records (for example, loan files). Any
additional detailed procedures considered necessary would then be applied. A written report of
procedures and findings is then prepared by the examiner. The relationship between the work of
the examiner and that of the independent accountant is further discussed below. (The term
examiner as used in this guide means those individuals — acting on behalf of a regulatory
agency — responsible for supervising the performance and/or preparation of reports of examination
and, when appropriate, supervisory personnel at the district and national level.)
2.17 Results of examinations are also used in assigning the institution a rating under regulatory
rating systems known as CAMEL ratings.
Enforcement

2.18
Regulatory enforcement is sometimes carried out through a written agreement between the
regulator and the institution — ranging from the least severe commitment letter to a cease-anddesist order. Among other actions that can be taken, the federal banking agencies may enforce
regulations

• Ordering an institution to cease and desist from certain practices, or violations.

• Removing an officer or prohibiting an officer from participating in the affairs of the
institution.
• Assessing civil money penalties.
• Terminating insurance of an institution's deposits.
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2.19 Further, other mandatory and discretionary actions may be taken by regulators under
prompt corrective action provisions of the Federal Deposit Insurance Act (FDI Act). As described
below, possible actions range from the restriction or prohibition of certain activities to appointment
of a receiver or conservator of the institution's net assets.
2.20 Many enforcement actions — such as civil money penalties — apply not only to an insured
depository institution, but also to a broader class of institution-affiliated parties, which could
include independent accountants. For example, regulatory agencies may assess civil money
penalties of up to $1 million per day against an institution or institution-affiliated party that violates
a written agreement or any condition imposed in writing by the agency, breaches a fiduciary duty,
or engages in unsafe or unsound practices. Because the term unsafe and unsound is not defined
in any law or regulation, the potential liability of institution-affiliated parties is great.
2.21 The FDI Act also authorizes the federal banking agencies — on a showing of good cause —
to remove, suspend, or bar an independent accountant from performing engagements required
under the FDI Act Regulations defining good cause are being developed.

REGULATORY ENVIRONMENT AND TRENDS
2.22 The current regulatory environment reflects Congressional reactions to losses incurred
under federal deposit insurance programs. Both the Financial Institutions Reform, Recovery, and
Enforcement Act of 1989 (FIRREA) and the Federal Deposit insurance Corporation (FDIC) Improvement
Act of 1991 (FDICIA). were geared toward protection of federal deposit insurance funds through
early detection of and intervention in problem institutions with an emphasis on capital adequacy.
2.23 Declining real estate markets in the mid 1980s contributed heavily to widespread losses
in the savings institutions industry, evidenced by insolvency of the industry's federal deposit
insurance fund. FIRREA provided funds for resolution of thrift institutions, replaced the existing
regulatory structure, introduced increased regulatory capital requirements, established limitations
on certain investments and activities, and enhanced regulators' enforcement authority. FIRREA
redefined responsibilities for federal deposit insurance by establishing separate insurance funds for
banks and thrifts: BIF and SAIF, respectively. FIRREA also established the Resolution Trust
Corporation (RTC) to dispose of the assets of failed thrifts.
2.24 As the 1980s came to a close, record numbers of bank failures began to drain the BIE
FDICIA provided additional funding for the BIF, but also emphasized least-cost resolution of
depository institutions and improved supervision and examinations. FDICIA also focused the
regulatory enforcement mechanism on capital adequacy. Many of FDICIA's provisions were
amendments or additions to the FDI Act.

2.25 Political fallout from these drains on federal deposit insurance funds and controversy over
the funding of the RTC have been joined by various other economic and social issues affecting
trends in regulations. These issues are causing policymakers to rethink both the public rote of
federally insured depository institutions and the approach to regulation of the industry.
2.26 Key economic issues affecting regulations are centered on the ability of banks to operate
profitably — for example, the costs and benefits of regulations, effects of unemployment and
future corporate layoff plans, levels of interest rates, and the availability of credit.
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2.27 Racial and ethnic disparities in residential lending, and the extent of depository institutions'
environmental liability, are two of many social issues receiving increased focus in federal
regulation.

REGULATORY

capital matters

2.28 Capital is the primary tool used by regulators to monitor the financial health of insured
depository institutions. Regulatory intervention it focused primarily on an institution's capital
levels relative to regulatory standards. The federal banking agencies have a uniform framework
for prompt corrective regulatory action, as well as specific capital adequacy guidelines set forth
by each agency.

2.29 The independent accountant considers regulatory capital from the perspective that
noncompliance or expected noncompliance with regulatory capital requirements may be a
condition, when considered with other factors, that could indicate substantial doubt about an
entity's ability to continue as a going concern. This discussion provides an overview to help
independent accountants understand regulatory capital requirements. Capital regulations are
complex and their application by management requires a thorough understanding of specific
requirements and the potential impact of noncompliance. Accordingly, relevant regulations and
regulatory guidance should be consulted by the independent accountant as necessary when
considering regulatory capital matters.
Capital Adequacy

2.30 The FDIC, Office of the Comptroller of the Currency (OCC), and Federal Reserve System
(FRS) have historically had common capital adequacy guidelines [which differ in some respects
from those of the Office of Thrift Supervision (OTS)] involving minimum (a) leverage capital and
(b) risk-based capital requirements.

2.31 The first requirement establishes a minimum ratio of capital as a percentage of total assets.
The FDIC, OCC, and FRS require institutions to maintain a minimum leverage ratio of Tier I capital
(as defined) to total average assets based on the institution's rating under the regulatory CAMEL
rating system. Institutions with CAMEL ratings of one that are not anticipating or experiencing
significant growth and have well-diversified risk are required to maintain a minimum leverage ratio
of 3 percent. An additional 100 to 200 basis points are required for all but these most highly rated
institutions.
2.32 The second requirement also establishes a minimum ratio of capital as a percentage of total
assets, but gives weight to the relative risk of each asset. The FDIC, OCC, and FRS require
institutions to maintain a minimum ratio of Tier I capital to risk-weighted assets of 4.0 percent.
Banks must also maintain a minimum ratio of total capital to risk-weighted assets of 8.0 percent.
2.33 The OTS requires savings institutions also to maintain a minimum core-capital ratio (as
defined) of 3.0 percent and a tangible capital requirement of 1.5 percent of assets. The
determination of tangible capital requires the immediate deduction of all unamortized supervisory
goodwill arising from the purchase of a troubled institution prior to April 12, 1989. For core
capital calculations, unamortized supervisory goodwill is being deducted on a phased schedule and
will be fully deducted by January 1, 1995.
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2.34 For savings associations, the OTS-required minimum total risk-based capital ratio (that is,
the total of core and supplemental capital) is also 8.0 percent. The minimum requirement for core
capital included in total thrift risk-based capital increased from 3.6 to 4.0 percent as of December
31, 1992.

2.35 Institutions are required to report certain financial information to regulators in quarterly
Federal Financial Institutions Examination Council (FFIEC) Consolidated Reports of Condition and
Income or OTS Thrift Financial Reports (collectively, call reports). The call report includes
calculations of the institution's various regulatory capital amounts.
Prompt Corrective Action

2.36 FDICIA made capital an essential tool of regulators to monitor the financial health of insured
depository institutions. Regulatory intervention is now focused primarily on an institution's capital
levels relative to regulatory standards. Through Section 38 of the FDI Act, FDICIA added (to the
existing capital adequacy guidelines set forth by each agency) a uniform framework for prompt
corrective regulatory action.1
2.37 Section 38 provides for supervisory action at certain institutions based on their capital
levels Each institution falls into one of five regulatory capital categories based primarily on three
capital measures: Tier 1 leverage, total risk-based, and Tier 1 risk-based capital. These capital
ratios are defined in the same manner for Section 38 purposes as under the respective agencies'
capital adequacy guidelines and regulations. For savings institutions. Tier 1 leverage capital is
comparable to core capital, as defined.

2.38 Regulations also specify a minimum requirement for tangible equity, which is defined as
Tier 1 capital plus cumulative perpetual preferred stock, net of all intangibles except limited
amounts of purchased mortgage-servicing rights (PMSRs) and purchased credit card receivables
(PCCRs). In calculating the tangible capital ratio, intangibles (except for qualifying PMSRs and
PCCRs) should also be deducted from total assets included in the ratio denominator.
2.39 An institution may be reclassified between certain capital categories if its condition or an
activity is deemed by regulators to be unsafe or unsound. A change in an institution's capital
category initiates certain mandatory — and possibly additional discretionary — action by regulators.
2.40

Under Section 38, an institution is considered —

a. Well capitalized if its capital level significantly exceeds the required minimum level for each
relevant capital category.
b. Adequately capitalized if its capital level meets the minimum levels.

c. Undercapitalized if its capital level fails to meet the minimum levels.
d. Significantly undercapitalized if its capital level is significantly below the minimum levels.

1 The final rules implementing prompt corrective action were published in the September 29, 1992, Federal

Register, in the FDIC's Financial Institution Letter (FIL) 70-92, and in the OCCs Banking Bulletin 92-52 and
Banking Circular 268.

12

e. Critically undercapitalized if it has a ratio of tangible equity to total assets, as defined, of
2 percent or less, or otherwise fails to meet the critical capital level, as defined.

2.41

The minimum levels are defined as follows:

Capital

Total
Risk-based
Ratio

Tier 1
Risk-based
Ratio

Tier 1
Leverage Capital
Ratio

Well capitalized

≥10%

≥ 6%

5%

Adequately capitalized

≥ 8

≥ 4

*
4
≥

Undercapitalized

< 8

< 4

< 4
*

Significantly undercapitalized

< 6

< 3

< 3

* 3.0 percent for institutions with a rating of one under the regulatory CAMEL MACRO, or related rating system.

2.42 As noted above, critically undercapitalized institutions are those having a ratio of tangible
equity to total assets of 2 percent or less.

2.43 An institution will not be considered well capitalized if it is under a cease-and-desist order,
formal agreement, capital directive, or prompt corrective action capital directive.

2.44 Actions that may be taken under the prompt corrective action provisions range from the
restriction or prohibition of certain activities to appointment of a receiver or conservator of the
institution's net assets.
2.45 Regulators will also require undercapitalized institutions to submit a plan for restoring the
institution to an acceptable capital category.
required to submit a plan that specifies —

For example, each undercapitalized institution is

• Steps the institution will take to become adequately capitalized.

• Targeted capital levels for each year of the plan.
• How the institution will comply with other restrictions or requirements put into effect.

• The types and levels of activities in which the institution will engage.

2.46 Savings institutions that are complying with capital plans approved by the OTS prior to
December 19, 1991, are not required to file new plans and are not immediately subject to certain
sanctions.
2.47 Noncompliance or expected noncompliance with regulatory capital requirements may be
a condition, when considered with other factors, that could indicate substantial doubt about an
entity's ability to continue as a going concern. The implementation of the prompt corrective action
provisions warrants similar attention by auditors when considering an institution's ability to remain
a going concern.
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DISCLOSURES ABOUT REGULATORY MATTERS
Capital Matters

2.48 Noncompliance with regulatory capital requirements could materially affect the economic
resources of a bank or savings institution and claims to those resources. Accordingly, at a
minimum, the institution should disclose the following in the footnotes to the financial statements
as of each balance sheet date:

1. The existence of regulatory capital requirements

2. The actual or possible material effects of noncompliance with such requirements
3. Whether the institution is in compliance with the requirements, including the following with
respect to quantitative measures:2
a. The institution's required and actual ratios and amounts of Tier I leverage. Tier I risk
based, and total risk-based capital and (for savings institutions) tangible capital

b. Factors that may significantly affect capital adequacy such as potentially volatile
components of capital, qualitative factors, and regulatory mandates
2.49 If the institution is not in compliance, the possible material effects of such conditions and
events on amounts and disclosures in the financial statements should be disclosed.3 Further,
noncompliance with regulatory capital requirements may, when considered with other factors,
raise substantial doubt about the institution's ability to continue as a going concern for a
reasonable period of time. Additional information that might be disclosed in situations where there
is substantial doubt about the entity's ability to continue as a going concern for a reasonable
period of time may include4 —

• Pertinent conditions and events giving rise to the assessment of substantial doubt about
the entity's ability to continue as a going concern for a reasonable period of time.
• The possible effects of such conditions and events.
• Management's evaluation of the significance of those conditions and events and any
mitigating factors.

• Possible discontinuance of operations.
• Management's plans (including relevant prospective financial information).
• Information about the recoverability or classification of recorded asset amounts or the
amounts or classification of liabilities.

2 These amounts may be presented in either narrative or tabular form.
The institution should consider also making such disclosures when one or more of the institution's actual ratios
is nearing noncompliance.

4 SAS No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a Going Concern (AICPA,

Professional Standards, vol. 1, AU sec. 341.10).

AU sec. 341.14 states further that, if the independent

accountant concludes that the institution's disclosures are inadequate, a departure from generally accepted
accounting principles exists.
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Other Regulatory Matters

2.50 Other regulatory limitations may exist (such as those discussed in paragraphs 2.76 and
2.77 below) despite compliance with minimum regulatory capital requirements. To the extent
such limitations could materially affect the economic resources of the institution and claims to
those resources, they should similarly be disclosed in the footnotes to the financial statements.
Application to Holding Companies

2.51 The disclosures required by paragraphs 2.48 through 2.50 should be presented for holding
companies and all significant subsidiaries.
Illustrative Disclosures

2.52

The example disclosures that follow are for illustrative purposes only.

2.53 Following is an illustrative disclosure for an institution that asserts compliance with
regulatory capital requirements (and that considers itself adequately capitalized under the prompt
corrective action framework): .

The Bank is subject to various regulatory capital requirements administered by the
federal banking agencies. Failure to meet minimum capital requirements can initiate
certain mandatory — and possibly additional discretionary — actions by regulators that,
if undertaken, could have a direct material effect on the Bank's financial statements.
The regulations require the Bank to meet specific capital adequacy guidelines that
involve quantitative measures of the Bank's assets, liabilities, and certain off-balancesheet items as calculated under regulatory accounting practices. The Bank's capital
classification is also subject to qualitative judgments by the regulators about
components, risk weightings, and other factors.
Quantitative measures established by regulation to ensure capital adequacy require the
Bank to maintain minimum amounts and ratios (set forth in the table below) of Tier I
capital (as defined in the regulations) to total average assets (as defined), and
minimum ratios of Tier I and total capital (as defined) to risk-weighted assets (as
defined).5* To be considered adequately capitalized (as defined) under the regulatory
framework for prompt corrective action, the Bank must maintain minimum Tier I
leverage, Tier I risk-based, total risk-based ratios as set forth in the table.5 The
Bank's actual capital amounts and ratios are also presented in the table. A total of
$xx,xxx was deducted from capital for interest-rate risk.

5 The percentages disclosed should be those applicable to the reporting entity. As discussed in paragraph 2.31,
institutions with CAMEL ratings of one that are not anticipating or experiencing significant growth and have
well-diversified risk are required to maintain a minimum leverage ratio of 3 percent. An additional 100 to 200
basis points are required for all but these most highly rated institutions.

5 Paragraphs 2.36 through 2.47 above describe the prompt corrective action ratios. For some institutions, the
calculation of actual amounts and ratios under the prompt corrective action framework may differ from
calculations under the basic capital adequacy requirements. The disclosure should provide the relevant
amounts and ratios accordingly.
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As of December 31, 199X:
Capital Adequacy
Required
Actual
Amount (Ratio)
Amount (Ratio)
Tier I Capital (to
Average Assets)
Tier I Capital (to Risk
Weighted Assets)
Total Capital (to Risk
Weighted Assets)

Prompt Corrective Action
Required
Actual
Amount (Ratio)
Amount (Ratio)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

As of December 31, 199W:
Capital Adequacy
Required
Actual
Amount (Ratio)
Amount (Ratio)

Tier I Capital (to
Average Assets)
Tier I Capital (to Risk
Weighted Assets)
Total Capital (to Risk
Weighted Assets)

Prompt Corrective Action
Required
Actual
Amount (Ratio)
Amount (Ratio)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX(X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

Management believes, as of December 31, 199X. that the Bank meets all capital
requirements to which it is subject
Under the regulatory framework for prompt corrective action, the Bank's capital
levels do not allow the Bank to accept brokered deposits without prior approval
from regulators [describe the possible effects of this restriction].
2.54 Following is an illustrative disclosure for an institution that, for example, does not have
the required minimum regulatory risk-based capital. For a discussion about the independent
accountant's consideration of noncompliance, see paragraph 2.76.

The Bank is subject to various regulatory capital requirements administered by the
federal banking agencies. Failure to meet minimum capital requirements can initiate
certain mandatory — and possibly additional discretionary — actions by regulators
that, if undertaken, could have a direct material effect on the Bank's financial
statements. The regulations require the Bank to meet specific capital adequacy
guidelines that involve quantitative measures of the Bank's assets, liabilities, and
certain off-balance-sheet items as calculated under regulatory accounting practices.
The Bank's capital classification is also subject to qualitative judgments by the
regulators about components, risk weightings, and other factors.

Quantitative measures established by regulation to ensure capital adequacy require
the Bank to maintain minimum amounts and ratios (set forth in the table below) of
Tier I capital (as defined in the regulations) to total average assets (as defined), and
minimum ratios of Tier I and total capital (as defined) to risk-weighted assets (as
defined).7
To be considered adequately capitalized (as defined) under the

7 See footnote 5.
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regulatory framework for prompt corrective action, the Bank must maintain
minimum Tier I leverage. Tier I risk-based, total risk-based ratios as set forth in the
table.8 The Bank's actual capital amounts and ratios are also presented in the
table. A total of $xx,xxx was deducted from capital for interest-rate risk.
As of December 31, 199X:
Capital Adequacy
Required
Actual
Amount (Ratio)
Amount (Ratio)

Tier I Capital (to
Average Assets)
Tier I Capital (to Risk
Weighted Assets)
Total Capital (to Risk
Weighted Assets)

Prompt Corrective Action
Required
Actual
Amount (Ratio)
Amount (Ratio)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X,X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

As of December 31, 199W:
Capital Adequacy
Actual
Required
Amount (Ratio)
Amount (Ratio)

Tier I Capital (to
Average Assets)
Tier I Capital (to Risk
Weighted Assets)
Total Capital (to Risk
Weighted Assets)

Prompt Corrective Action
Required
Actual
Amount (Ratio)
Amount (Ratio)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

$X,XXX,XXX (X.X%)

The Bank may not issue dividends or make other capital distributions, and may not
accept brokered or high rate deposits, as defined, due to the level of its risk-based
capital. [Describe the possible effects of these restrictions.]

Under the regulatory framework for prompt corrective action, the Bank's capital status
may preclude the Bank from access to borrowings from the Federal Reserve System
through the discount window [describe the possible effects of these restrictions].
Also, as required by the framework, the Bank has a capital plan that has been filed
with and accepted by the Federal Deposit Insurance Corporation (FDIC). The plan
outlines the Bank's steps for attaining the required, levels of regulatory capital.
Management believes, at this time, that the Bank will meet all the provisions of the
capital plan and all the regulatory capital requirements by December 31, 199Y (or
earlier if stated in the capital plan). [The disclosure should continue with discussion of
management plans such as: reducing the size of the institution by converting noncash
assets and reducing labilities, issuing additional equity securities at prices less than
book value, or other plans for financial restructuring.]

8 See footnote 6.
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Auditing of Regulatory Disclosures

2.55 In addition to testing of disclosures, as discussed in paragraphs 2.98 through 2.110 below,
the independent accountant should consider the implications of capital noncompliance, as
discussed in paragraph 2.76 and in chapter 18.

THE IMPACT OF REGULATORY MATTERS ON THE INDEPENDENT ACCOUNTANT
2.56 The following paragraphs outline the independent accountant's responsibility for and
approach to regulatory matters.
Regulatory Requirements for Independent Reporting

2.57 The primary source of independent reporting requirements is Section 36 of the FDI Act, as
added by the FDICIA. Section 36 establishes reporting requirements for reports by managements
and independent accountants. It also establishes minimum qualifications for independent
accountants serving the affected institutions. The underlying provisions, as summarized below,
apply to each FDIC-insured depository institution having total assets of $500 million or greater at
the beginning of its fiscal year. Despite the asset threshold. Section 36 does not override any
non-FDICIA requirements for audited financial statements or other requirements that an institution
exempt from Section 36 must otherwise satisfy.9

2.58 To implement the FDICIA requirements, the FDIC issued both a final regulation*1011
and
accompanying guidelines and interpretations (guidelines).
The general requirements are
summarized below; the side-by-side analysis of the detailed regulation and guidelines presented
in appendix D provides more specific information.
2.59 Annual Report. Management is required to prepare, annually, a report that includes the
following:11
• Financial statements prepared in conformity with generally accepted accounting principles
(GAAP).
• A written assertion about the effectiveness at year-end of the institution's internal controls
over financial reporting.

• A written assertion about the institution's compliance during the year with (a) federal laws
and regulations relative to insider loans and (b) federal and state laws and regulations
relative to dividend restrictions.

9 In FIL 43-93, the FDIC noted that, in adopting the final rule implementing Section 36, the FDIC Board reiterated
its belief that "every depository institution, regardless of size or charter, should voluntarily have an annual audit
of its financial statements by an independent public accountant and establish an independent audit committee."

10 The regulation and guidelines implementing Section 36 of the FDI Act (which have been reproduced in appendix
D) are codified in Section 12 of the Code of Federal Regulations (12 CFR), Part 363. The regulation was
published in the Federal Register on June 2, 1993, and in the FDIC's FIL 41-93.
11 The reporting requirements may be satisfied for certain subsidiaries through reporting by their holding

companies. These exemptions are discussed in Section 363.1 of the rule and in guidelines 2-4.
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2.60 Management also must include a statement about its responsibilities for the financial
statements, financial reporting controls, and compliance with laws and regulations. Management
must engage an independent accountant to provide the following reports annually:
a. An audit report on the GAAP-basis financial statements

b. An examination-level attestation report on management's assertion about financial
reporting controls
c. An agreed-upon procedures level attestation report on management's assertion about
compliance with insider loan and dividend restriction laws and regulations

2.61 The financial statement audit is to be performed in accordance with generally accepted
auditing standards (GAAS). The examination of management's assertion about financial reporting
controls and the agreed-upon procedures report on management's compliance assertion are to be
performed in accordance with Statements on Standards for Attestation Engagements (SSAE).

2.62 The audited financial statements and other reports of management and the independent
accountant must be filed with the FDIC and other regulatory agencies within the ninety days
following the institution's fiscal year-end. Management must also file any management letter,
qualification, or other report within fifteen days following receipt from the independent accountant.
2.63 All of management's reports will be made publicly available. The independent accountant's
report on the financial statements and attestation report on financial reporting controls will also
be made publicly available. The independent accountant's compliance attestation report and any
management letter, while filed with the FDIC, will not be publicly available.

2.64 Qualifications of Independent Accountants, Acceptance of an engagement to report under
Section 36 is conditioned on the independent accountant being enrolled in a practice-monitoring
program. Membership in the AICPA Division for CPA Firms' SEC Practice Section or Private
Companies Practice Section, or enrollment in the AICPA's Quality Review Program, will satisfy this
requirement.
2.65 Another condition of the engagement is that the independent accountant agree to provide
regulators with access to workpapers related to the three engagement reports. The implementing
guidelines call also for providing copies of workpapers to regulators, although this requirement is
not explicit in the law or regulation. Independent accountants should be familiar with the Auditing
Interpretation entitled "Providing Access to or Photocopies of Working Papers to a Regulator”
(AICPA, Professional Standards, vol. 1, AU sec. 9339, ”Working Papers”).
2.66 The accountant must meet the independence requirements and interpretations of the
Securities and Exchange Commission (SEC) and its staff.

2.67 The implementing regulation requires both management and independent accountants to
provide certain notifications of changes in an institution's independent accountants within
specified time periods. Independent accountants must also file peer review reports within fifteen
days of acceptance of the report.

2.68 Enforcement Actions Against Accountants. Section 36 of the FDI Act also provides for
enforcement actions against accountants with respect to the Section 36 requirements. However,

19

the FDIC has not yet proposed or published rules or guidelines to implement this statutory
requirement.12

2.69 Communication With Auditors. Each institution must provide its independent accountant
with copies of the institution's most recent reports of condition and examination; any supervisory
memorandum of understanding or written agreement with any federal or state regulatory agency;
and a report of any action initiated or taken by federal or state banking regulators.
Hanning
2.70 As discussed in chapter 3, one of the key factors in planning and supervising an
engagement is knowledge of the client's business. The independent accountant should obtain
knowledge about regulatory matters and developments as part of the understanding of a
depository institution's business. The independent accountant should also consider the results of
regulatory examinations, as discussed beginning in paragraph 2.13.
Detection of Errors and irregularities

2.71 In planning a financial statement audit, the independent accountant should assess the risk
that errors or irregularities might cause the financial statements to be materially misstated. Based
on that assessment, the independent accountant should design the audit to provide reasonable
assurance of detecting errors and irregularities that are material to the financial statements.

2.72 As discussed in chapter 3, SAS No. 53, The Auditor's Responsibility to Detect and Report
Errors and irregularities (AICPA, Professional Standards, vol. 1, AU sec. 316), lists management,
operating, industry, and engagement characteristics that the auditor should consider when
assessing this risk. Noncompliance with laws and regulations (for example, noncompliance with
regulatory capital requirements) is one indicator of higher risk that is especially relevant in the
depository institutions industry. Events of noncompliance are often described in —
• Regulatory reports.
• Cease-and-desist orders or other regulatory actions, whether formal or informal.

2.73 The independent accountant has similar responsibility for detecting misstatements resulting
from illegal acts having a direct and material effect on the determination of financial statement
amounts. SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards, vol 1., AU sec.
317), defines illegal acts as violations of laws or governmental regulations and explains the
independent accountant's responsibilities.
2.74 Apart from performing a financial statement audit, an independent accountant may be
engaged to issue an SSAE report on procedures and findings on management's written assertion
about the institution's compliance with laws and regulations. Under SSAE No. 3, Compliance

12

Section 36(g)(4) of the FDI Act states that the FDIC or the appropriate federal banking agency may "remove,

suspend, or bar an independent public accountant, upon a showing of good cause, from performing audit
services" required by Section 36. The federal banking agencies are expected to jointly issue rules as Subpart
Q of 12 CFR, Part 308, to implement this provision.
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Attestation (AICPA, Professional Standards, vol. 1, AT sec. 500), if knowledge of noncompliance

leads the independent accountant to question whether management's assertion is fairly stated,
such information should be included in the independent accountant's report.
Evaluation of Contingent Liabilities and Related Disclosures

2.75 Management's financial statement assertions include those about the completeness,
presentation, and disclosure of liabilities. Because some areas of regulation relate more to
operations than to financial reporting or accounting, consideration of compliance in those areas
would normally be limited to evaluation of disclosures of any contingent liability based on alleged
or actual violation of the law.
Going-Concern Considerations

2.76 SAS No. 59 describes the independent accountant's responsibility to evaluate whether
there is substantial doubt about an entity's ability to continue as a going concern for a reasonable
period of time, not to exceed one year beyond the date of the financial statements being audited.
SAS No. 59 states that the independent accountant must consider, in the aggregate, conditions
or events that could indicate such substantial doubt. The independent accountant's consideration
should include regulatory matters such as —

• Noncompliance with laws and regulations.
• Supervisory actions or regulatory changes that place limitations or restrictions on operating
activities.

• Classification of the institution under prompt corrective action provisions of the FDI Act
(see paragraphs 2.36 through 2.47).

2.77 For example, regulatory changes in 1992 placed new restrictions on the acceptance of
brokered deposits by certain institutions. This change had two implications: it potentially limited
sources of liquidity and created a compliance requirement. An independent accountant auditing
the financial statements of an institution subject to these restrictions would need to evaluate
whether the effect on the institution's liquidity, when considered with other factors, raised
substantial doubt about the institution's ability to remain a going concern for a reasonable period
of time. The independent accountant would also need to consider the financial statement effects
of any known event of noncompliance with the requirement itself. Examples of other events or
conditions that would warrant the independent accountant's consideration are described in
subsequent chapters (chapters 3 and 18 provide guidance on auditing and reporting going concern
issues, respectively). They include —
• The continued existence of conditions that brought about previous regulatory actions or
restrictions.

• Effects of scheduled increases in deposit insurance premiums.
• Failure to meet minimum regulatory capital requirements.
• Limitations on the availability of borrowings through the FRS discount window.
• Exposure to the institution posed by transactions with correspondent banks and related
limitations on interbank liabilities.
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Regulatory Accounting Practices (RAP) and RAP-GAAP Differences

2.78 General-purpose financial statements are prepared in accordance with GAAP. However,
financial information provided to the federal banking agencies may be prepared on another basis —
regulatory accounting practices (RAP) — to satisfy specific regulatory objectives. For example,
regulations require insured depository institutions to file periodic RAP-basis call reports. These
reports are used by regulators as a basis for supervisory action, a source of statistical information.
and other such purposes.
2.79 The FDI Act requires that reports and other regulatory filings follow accounting principles
consistent with GAAP. Regulators are permitted for regulatory reporting purposes, however, to
prescribe an accounting principle that is no less stringent than GAAP if they believe the more
stringent principle will —

a. More accurately reflect the capital of insured depository institutions.
b. Provide for more effective supervision.

c. Better facilitate prompt corrective action and least-cost resolution of troubled institutions.

2.80 Certain differences between RAP and GAAP amounts as computed for regulatory and
general purpose reporting, respectively, may warrant consideration by the independent accountant.
For example, the Financial Accounting Standards Board's (FASB's) Emerging Issues Task Force
(EITF) reached a consensus on Issue No. 85-44, Differences between Loan Loss Allowances for
GAAP and RAP, that an institution could record different loan loss allowances under RAP and
GAAP because those amounts may differ due to the subjectivity involved in estimating the amount
of loss or the use of arbitrary factors by regulators. However, independent accountants should
be particularly skeptical of such RAP-GAAP differences in loan loss allowances and must justify
them based on the circumstances.
2.81 Some of the other areas where accounting practices for regulatory reporting purposes differ
from GAAP include the following.
• Hedge Accounting. OTS-regulated thrifts are permitted to follow GAAP as established in
FASB Statement of Financial Accounting Standards No. 80, Accounting for Futures
Contracts, but the other agencies do not generally permit deferral of losses on futures and

forward or standby contracts other than for futures and forward contracts used in
mortgage banking operations (see chapter 8).
• Excess Servicing Fee Receivables. Except for sales of pools of residential first mortgages

(as defined), the FDIC, FRB, and OCC require excess servicing fee income to be realized
over the life of the asset sold. The OTS allows the present value of future excess servicing
fees to be treated as an adjustment to the recognized gain or loss on sale (see chapters 5,
8, and 10).
• In-Substance Defeasance of Debt. The OTS follows GAAP as established by FASB
Statement No. 76, Extinguishment of Debt. The other agencies require banks to continue

to report defeased debt as a liability and to record any funds placed in trust as assets —
without netting (see chapter 13).
• Sales of Assets With Recourse. The OTS follows GAAP as established by FASB Statement
No. 77, Reporting by Transferors for Transfers of Receivables with Recourse. The other

agencies generally permit banks to report such transfers as sales only when the transferor
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(a) retains no risk of loss from the assets transferred and (b) has no obligation for the
payment of principal or interest on the assets transferred. Transfers of 1-to-4 family or
agricultural mortgage loans made under programs of Ginnie Mae, Farmer Mac, Fannie Mae,
and Freddie Mac (see chapter 8) are generally exempted and accounted for under FASB
Statement No. 77.
• Negative Goodwill. Consistent with Accounting Principles Board (APB) Opinion No. 16,
Business Combinations, the OCC, FRS, and FDIC require negative goodwill be reported as

a deferred credit with no offset against goodwill recorded as an asset (see chapter 10).
The OTS permits negative goodwill to be offset against goodwill recorded as an asset.
•

Valuation of Real Estate Owned. The OTS requires savings institutions to record general
valuation allowances on real estate owned. The other agencies have adopted GAAP.

• Valuation of Certain Intangibles. The agencies require purchased mortgage servicing rights
and purchased credit card relationships to be recorded at an amount no greater than the

discounted value of their future net servicing income. Also, the agencies generally require
that intangible assets be amortized for regulatory reporting purposes over no more than
fifteen years. The amortization period for core deposit intangibles of national banks is
further limited to ten years.

2.82 Further, there are certain transactions accounted for in conformity with GAAP for
regulatory reporting purposes that receive special treatment in regulatory capital calculations. For
example, certain deferred tax assets are recognized under FASB Statement of Financial Accounting
Standards No. 109, Accounting for income Taxes, in both general-purpose financial statements
and regulatory reports. However, the amount of such assets that may be counted toward
minimum regulatory capital requirements is limited. (These limitations are discussed further in
chapter 14.)
independent Accountant/Examiner Relationship

2.83 Independent accountants serving depository institutions may be engaged to attest to
management's assertions about the institution's financial statements, financial reporting controls,
and compliance with laws and regulations.
Banking regulators conduct periodic on-site
examinations to address broader regulatory and supervisory issues. There are some objectives
shared by examiners and independent accountants, and coordination in consultation with the
institution may be beneficial.

2.84 The primary objective of communicating with examiners is to ensure that independent
accountants consider competent evidential matter produced by examiners before expressing an
opinion on audited financial statements, in areas such as the adequacy of credit loss allowances
and violations of laws or regulations, for example, information known to or judgments made by
examiners should be made known to management and the independent accountant before financial
statements are issued or an audit opinion is rendered. Such communication will minimize the
possibility that a regulatory agency will subsequently require restatement — based on the
examiner's additional knowledge or different judgment — of call reports and affect the generalpurpose financial statements, on which the independent accountant has already expressed an
opinion, dated during or subsequent to the period in which a regulatory examination was being
conducted.
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2.85 FDI Act Section 36(h) requires that each institution provide its independent accountant with
copies of the institution's most recent call report and examination report (see 12 CFR, Part
363.403). The institution must also provide the independent accountant with any of the following
documents related to the period covered by the engagement:

a. Any memorandum of understanding (MOU) or other written agreement between the
institution and any federal or state banking agency
b. The report of any action initiated or taken by any federal or state banking agency, including
any assessment of civil money penalties

2.86 The independent accountant should review these documents and other communications
from examiners and, when appropriate, make inquiries of examiners. Specifically, the independent
accountant should —

a. Request that management provide access to all reports of examination and related
correspondence.
b. Review the reports of examination and related correspondence between examiners and the
institution during the period under audit and through the date of the independent auditor's
opinion.

c. With prior approval of the institution, communicate with the examiners if their examination
is still in process, the institution's appeal of an examination finding is outstanding, or their
examination report is still pending.
d. With prior approval of the institution, consider attending, as an observer, the exit
conference between the examiner and the institution's board of directors, its executive
officers, or both.
2.87 The independent accountant's attendance at other meetings between examiners and
representatives of the institution requires prior approval by the regulatory agency.
2.88 Independent accountants may request a meeting with the appropriate regulatory
representatives to inquire about supervisory matters relevant to the client institution. Management
of the institution would generally be present at such a meeting, and matters discussed would
generally be limited to findings already presented to management. Federal regulatory policy also
permits meetings between examiners and independent accountants in the absence of the
institution's management. In addition, the OTS has established a policy that generally makes OTS
examination workpapers available for review.13

2.89 Management refusal to furnish access to reports or correspondence, or to permit the
independent accountant to communicate with the examiner, would ordinarily be a limitation on the
scope of a financial statement audit sufficient to preclude an opinion. Refusal by an examiner to
communicate with the independent accountant may create the same scope limitation, depending
on the independent accountant's assessment of the circumstances (see paragraphs 40-44 of SAS
No. 58, Reports on Audited Financial Statements [AICPA, Professional Standards, vol. 1, AU sec.
508], for additional guidance).

13 See OTS letter to chief executive officers dated September 11,1992.
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2.90 Examiners might request permission to attend the meeting between the independent
accountant and representatives of the institution (for example, the audit committee of the board
of directors) to review the independent accountant's report on the institution's financial
statements. If such a request is made and management concurs, the independent accountant
should be responsive to the request.
2.91 Information in examination reports, inspection reports, supervisory discussions — including
summaries or quotations — are considered confidential. Such information may not be disclosed
to any party without the written permission of the appropriate federal banking agency, and
unauthorized disclosure of such information could subject the independent accountant to civil and
criminal enforcement actions.

INFORMATION SOURCES
2.92 OCC supervisory policies and guidance are issued as Advisory Letters. OCC Bulletins,
Memoranda, News Releases, updates to the OCC Policies and Procedures Manual, the Bank
Accounting Advisory Series, and other issuances. For information on ordering copies of OCC
issuances, call OCC Publications Control at (202) 874-4884.
2.93 FDIC policy is communicated in financial Institution Letters, News Releases, and
Memoranda, and in instructions for FFIEC Consolidated Reports of Condition and Income. For
information about ordering these issuances, call FDIC Corporate Communications at (202)
898-6996.

2.94 Information about FRS publications is available through FRS Publications Services at (202)
452-3245.
2.95 OTS supervisory policies and guidance are issued in the form of Thrift Bulletins, Regulatory
Bulletins, and Transmittals, and in guidance provided to examiners through a multivoiume set of
agency handbooks and in instructions for Thrift Financial Reports. For information on ordering OTS
publications, call the OTS Controller's Division at (202) 906-6427.
2.96 The Federal Register contains notices about the actions of federal government agencies.
It may be purchased from the U.S. Government Printing Office by calling (202) 783-3238 or by
writing to New Orders, Superintendent of Documents, P.O. Box 371954, Pittsburgh, PA
15250-7954. Most public libraries also have copies of the Federal Register.
2.97

Several companies offer the regulatory-releases noted above in electronic formats.

AUDITING
Objectives

2.98 The independent accountant's objective in this area is to obtain reasonable assurance that
the financial statements include proper description and disclosure of regulatory matters (as
discussed in paragraphs 2.48 through 2.55 of this chapter) in the context of the financial
statements taken as a whole.
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2.99 Similarly, the audit objective for regulatory capital matters relates primarily to disclosure.14
Capital amounts determined under RAP are, by definition, not recognized or measured in the
institution's financial statements prepared in conformity with GAAP.
2.100 An independent accountant's opinion on financial statements containing the required
regulatory capital disclosures does not constitute an opinion on the fair presentation of the
institution's call reports (in part or taken as a whole) in conformity with underlying call report
instructions or RAP. Nor does the opinion indicate that the independent accountant has confirmed
with any regulatory agency that the agency has examined or otherwise evaluated or opined on the
fair presentation of such reports.
Planning

2.101 Independent accountants should have knowledge of capital regulations sufficient to
understand call report instructions and to assess related application and classification decisions
made by management. The independent accountant should review changes in call report
instructions and related capital requirements since the preceding audit.

2.102 Paragraphs 2.83 through 2.91 of this chapter discuss the independent accountant's
responsibility relative to review of supervisory reports and coordination with examiners. Such
review and coordination should involve consideration of matters for disclosure.
2.103 Accounting principles used in preparing call reports are required by the FDI Act to be
uniform and consistent with (or no less stringent than) GAAP. While planning and carrying out
procedures in other audit areas, the independent accountant should consider the potential that
RAP-GAAP differences might result from the institution's transactions. This information will help
the independent accountant assess differences (a) between GAAP equity amounts and RAP capita
amounts and (b) between GAAP and RAP asset amounts, including risk weightings and off
balance-sheet equivalents. The information will also be useful for performing any procedures
applied to such differences (including consideration of the relative risk weightings assigned to
certain amounts or transactions).

2.104 In planning the audit, the independent accountant should consider factors influencing
inherent risk, which are described in chapter 3, as they relate to the adequacy of disclosure about
regulatory matters. Some components of regulatory capital ratios, including related amounts
asset measures, and risk weightings may be difficult to determine due to (a) the complexity an
subjectivity of capital regulations and related call report instructions or (b) the complexity of th
institution's transactions. The number and variety of differences between GAAP and RA
amounts affecting the institution also will affect inherent risk in this area.
2.105 Management's regulatory financial reporting classification and risk weighting decision
involve a high degree of subjective analysis by management and might be challenged by
examiners. Accordingly, such decisions that could have a material impact on both the quantitative
or qualitative regulatory capital disclosures should be carefully considered by the independence
accountant.

14 Notwithstanding the disclosure objective, regulatory matters may also affect preparation of the auditor's repo
as discussed in chapter 18.
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2.106 The following are examples of factors related to regulatory matters that may indicate higher
inherent risk and/or higher control risk:

• A high volume and/or high degree of complexity of off-balance-sheet transactions
• Actual or borderline noncompliance with minimum capital requirements
• A poor regulatory CAMEL rating
• Past disagreements between management and regulators about classifications, risk
weightings, or other interpretations of RAP or application of capital regulations in general
• Frequent corrections to filed call reports

• Regulatory restrictions or other regulatory actions taken related to capital compliance (for
example, any memorandum of understanding issued)
• Unusual, material, or frequent related-party transactions

• Capital calculations, including management's classification or risk weighting decisions, are
not well documented
Internal Control Structure Over Financial Reporting

2.107 An effective internal control structure over financial reporting in this area should provide
reasonable assurance that errors or irregularities in financial statement disclosures about regulatory
matters are prevented or detected. In part, these controls may overlap with controls the institution
has established for compliance with capital requirements. Institutions' systems for gathering the
necessary information and preparing regulatory financial reports vary in sophistication. Examples
of factors that may contribute to an effective internal control structure in this area follow.
• Responsibilities for capital planning, monitoring compliance with capital laws and
regulations, and preparation of call reports have been assigned to competent officials in the
institution.

• Regulatory financial -reporting is subject to risk assessment and supervisory control
procedures and is overseen by financial officers of the institution who review the details
supporting classifications and risk weightings.
• Reported capital amounts are reconciled to underlying detailed schedules and subsidiary
ledgers with reconciling items supported by appropriate computations and documentation
and with appropriate supervisory review and oversight.

• Procedures are in place for collection and reporting by branches, divisions, and subsidiaries
of amounts necessary for regulatory capital calculations.
• Management obtains competent outside advice, as warranted, on significant classification
or risk weighting questions before and after major transactions are executed.

• Regulatory capital analyses, calculations, and supporting documentation are well prepared
and readily accessible.
• The regulatory financial reporting process (including classifications and risk weightings) is
reviewed by the internal audit function.
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Substantive Tests

2.108 The extent to which the independent accountant applies tests to specific transactions oi
amounts will depend on the independent accountant's assessment of inherent and control risks
and the-materiality of the accounts. Where inherent and control risks are assessed at lower levels
the independent accountant may consider testing a reconciliation of RAP-GAAP differences before
year-end, reviewing classifications made for risk weighting purposes, reviewing examination
findings, and testing material RAP-GAAP differences, risk weighting classifications, and ratio
calculations in preparation for any substantive tests to be applied to disclosures of year-end
amounts and ratios.
2.109 Paragraphs 2.83 through 2.91 of this chapter discuss the independent accountant's
responsibility relative to review of supervisory reports and coordination with examiners. Such
review and coordination should involve consideration of the adequacy of the financial statemem
disclosures in this area.
2.110 Substantive procedures should be designed to the extent considered necessary to assess
computations of regulatory capital amounts and asset measures by obtaining reasonable assurance
that the underlying data are materially complete and accurate. Such procedures might include the

following.
• Obtain and test management's schedules supporting calculation of the institution's actual
and required regulatory capital ratios, including regulatory capital amounts (ratio
numerators) and related asset bases (ratio denominators).

• Review and evaluate management's analyses of significant nonrecurring transactions and
their impact on regulatory capital.
• Inquire about, and discuss with officers having responsibility for regulatory financial

reporting, the existence and nature of the institution's RAP-GAAP differences. Review
copies of prior-year call reports (and, as necessary, client's supporting workpapers)
obtain management's analysis of classification issues concerning preparation of call
reports, including risk-weighting classifications assigned. In assessing the completeness
of any reconciliation, consider the potential for other of the institution's transactions
produce standard RAP-GAAP differences.

• Obtain any reconciliation of amounts supporting the institution's regulatory capital ratio
calculations to amounts in the institution's financial statements prepared in conformity
GAAP.15
— Test management's supporting schedules and reconciliations for completeness
mathematical accuracy.

— Agree GAAP amounts to general and/or subsidiary ledgers and obtain supporting
schedules for non-GAAP amounts.
— Review the nature and amount of material non-GAAP amounts for propriety at
consistency with prior years.

15 Reconciliations of specific amounts might be made at the level of the financial statement trial balance,
general ledger, and/or the subsidiary ledger(s).
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Consider current treatment of items that resulted in past corrections or changes to
regulatory financial reports.

Consider whether significant changes in instructions for preparation of call reports have
been applied to material transactions.

Inquire about, and discuss with officers having responsibility for call reporting, any
significant reclassification of transactions since the last filed call report.

29

draft banks and savings INSTITUTIONS audit guide
SUMMARY OF CHAPTER
NOVEMBER 1994 ABA MEETING
Chapter S • Investments in Debt and Equity Securities

Summary:
•
Overview of types of instruments invested in by banks and savings institutions — U.S. Government
and agency obligations, municipal Obligations, asset-backed securities including mortgage

• derivatives, issues of international organizations, and other securities.

•

Accounting and disclosure:
.
.

describes FAS 115 structure for classification and disclosure
discusses premiums and discounts, sales of securities including short sales, and securities

borrowing and lending

.

includes new items such as EITF Issues on impairment of mortgage securities; purchased

investments in CMOs, IOs, and REMICs; sales of securities with put arrangements; mutual
foods; and divestitures of certain securities under FIRREA.

Issues:
•

Chapter should include the definition of security as defined in SFAS 115. Should discuss FTB 94-1,
Application ofStatement 115 to Debt Securities Restructuredin a Troubled Debt Restructuring

(states that SFAS 115 applies if the restructured debt instrument meets the definition of a security in
that Statement); and should discuss EITF 94-8, Accoutringfor the Conversion ofa Loan into a

Security in a troubled Debt Restructuring (see summary attached).

•

Minimal guidance on trade date vs. settlement data amounting: 55.69 merely states that gains and
low should be recognized as of trade date. See attached summary of JPM views regarding this

under section on Broker Dealer Guide.
•

States that premiums should be amortized to maturity date, not an earlier call date (¶ 5.58).
Previous bank audit guide permitted amortization to an earlier call date if it was probable the call

option would be exercised. We support the previous guidance: It is more conservative to amortize a
premium to an earlier call date bemuse if the coupon rate is greater than the current market rate, than
the likelihood of the instrument being called prior to maturity is high. In addition, SFAS 91 permits

the use of expected maturity dates for amortization.

•

Should be updated to mention the FFIEC Policy Statement released in July 1994 which addressed
whether mortgage securities that were non-high risk at acquisition can be classified as held-tomaturity (they can).

•

No discussion regarding the financial statement preaematico of an entity's trading securities.
Generally, material trading portfolios are disclosed as a separate lino item in the balance sheet and
are described in a separate footnote in the notes to the financial statements.
Chapter is heavily weighted towards mortgage-backed securities and other mortgage-derivative

securities. (There are seven pages devoted to these securities, but only one bullet on corporate
bonds, commercial paper and equity securities, with no description or discussion).

MINUTES OF THE SEPTEMBER 21-22, 1994 FASB EMERGING ISSUES
TASK FORCE MEETING
Issue 94-8:
Accounting for Conversion of a Loan into a Debt Security in
a Debt Restructuring

1. FASB Statement No. 115, Accounting for Pertain
investments in Debt and Equity Securities, applies to
marketable equity securities and to all debt securities.
FASB Technical Bulletin No. 94-1, Application of Statement
115 to Debt Securities Restructured in a Troubled Debt
Restructuring, clarified chat securities received in
connection with a debt restructuring are subject to
Statement 115.
2. In a debt restructuring, the creditor may receive a debt
security issued by the original debtor with a fair value
that differs from the creditor's basis in the loan at the
date of the debt restructuring.
3. The issues are what the initial cost basis of a debt
security of the original debtor received in the
restructuring of a loan should be and how the creditor
should account for any difference between the creditor's
basis in the loan and the fair value of the security at the
date of the restructuring.

4. At the September 21-22, 1994 meeting, the Task Force
reached a consensus that the initial cost basis of a debt
security of the original debtor received as part of a debt
restructuring should be the security's fair value at the
date of the restructuring. Any excess of the fair value of
the security received over the net carrying amount of the
loan should be recorded as a recovery on the loan. Any
excess of the net carrying amount of the loan over the fair
value of the security received should be recorded as a
charge-off to the allowance for credit losses. Subsequent
to the restructuring, the security should be accounted for
according no the provisions of Statement 115.
5. The Task Force also reached a consensus that a security
received in a restructuring in settlement of a claim for
only the past-due interest on a loan should be measured at
the security's fair value at the date of the restructuring
and accounted for in a manner consistent with the entity's
policy for recognizing cash received for past-due interest.
Subsequent no the restructuring, the security should be
accounted for according to the provisions of Statement 115.

Proposed Audit and Accounting Guide
"Banks and Savings institutions”

This paper provides our comments regarding chapters 6 ("Loans”), 7 ("Allowance for Credit
Losses") and 9 ("Real Estate investments. Real Estate Owned, and Other Foreclosed Assets")
of the Proposed AICPA Audit Guide for Banks and Savings Institutions (the Guide), which is
dated August 31,1994.
General

Comment 1: The references to FASB Statement of Financial Accounting Standards No.
114 (FAS 114) throughout the Guide are not complete in reference to the fact that this
statement was amended by FASB Statement of Financial Accounting Standards No. 118
(FAS 118). Users of the Guide may be directed to authoritative literature that may no
longer be valid. Specifically, FAS 114, as amended, no longer addresses income
recognition on impaired loans.
References to FAS 114 throughout the Guide should be expanded, on a standardized basis,
to include the fact that this statement was amended by FAS 118. In addition, we recommend
that the second sentence of paragraph 6.46 be deleted given that FAS 114, as amended,
does not address income recognition.

Chapter 6: Loans

Comment 2: The Guide does not discuss the classification of loans as nonaccrual.
Additionally, specific accounting and auditing considerations pertaining to nonaccrual
loans are absent from the Guide. Furthermore, nonaccrual loans present specific risks
due to the subjective nature of management's considerations of relative factors.
We recommend that discussion regarding the accounting, reporting, regulatory matters,and
internal control considerations of nonaccrual loans be incorporated into the Guide. In addition,
the first sentence of paragraph 6.46 should be clarified regarding income recognition on
nonaccrual loans.

Comment 3: In the description of specific types of installment loans (paragraph
6.17(b)), the Guido separately identifies credit life insurance premiums as a separate
charge added to the amount advanced to arrive at the face value of a loan made on a
discounted basis. This separate identification implies that credit-life insurance
premiums are required terms of loans made on a discounted basis. While such

premiums are common, they are not standard terms of, nor are they unique to,
installment loans.
Additionally, the parenthetic reference to "discount" In the second sentence doos not
directlycorrelate with the analogy made between the terms "discount" and "unearned
interest" in the following sentence. Inconsistency in the definition of these terms may
confuseusers of the Guide.
We recommend that paragraph 6.17 read as follows:

"Installment Loans. These require periodic principal and interest payments. Installment loans
may be made on either a simple interest or discounted basis. The discounted basis means
that unearned interest (the discount) and other charges (such as credit-life insurance
premiums) are added to the amount advanced to arrive at the face amount of the note. The
discount (unearned interest) is netted against the face amount of the note on the balance
sheet and accreted into income over time to achieve a level yield."

Comment 4: The Guide discusses two types of lease financing: direct lease financing
(paragraph 6.30) and leveraged leasing (paragraph 6.31). Both of these types of
transactions are the result of the satisfaction of certain characteristics which are set
forth in FASB Statement of Financial Accounting Standards No. 13, Accounting for
Leases (FAS 13). Although the Guide references typical characteristics of these
transactions, no technical references are provided.
We recommend that paragraph 6.30 of the Guide be footnoted after the reference to "direct
lease financing" in the first sentence. The footnote should read as follows:
"FASB Statement of Financial Accounting Standards No. 13 and FASB Statement Na 98
provide further guidance on classifying a lease as a direct financing lease and the accounting
treatment for direct financing leases."

we further recommend that paragraph 6.31 of the Guide be footnoted after the reference to
"leveraged leasing" In the first sentence. The footnote should read as follows:

"FASB Statement No. 13 provides further guidance on classifying a lease as a leveraged
lease and the accounting treatment for leveraged leases."

Comment 5: Paragraph 6.30 discusses direct lease financing, stating that a typical
lease agreement contains an option to purchase the leaned property at its fair value or
at a specified price at the expiration of the lease. This implies that a fair value purchase
option would qualify a lease to be accounted for as a direct financing lease.
Conversely, FAS 13 states that a bargain purchase option is one of the factors that
would qualify a lease to be accounted for as a direct financing lease.

We recommend that the second sentence of paragraph 6.30 read as follows:

"A typical direct financing lease agreement may contain a bargain purchase option allowing
the lessee to purchase the leased property at the expiration of the lease."

Comment 6: The Guide (paragraph 6.34) portrays the types of interest rate and
principal amortization structures that may be encountered with commercial real estate
loans.

For the purpose of clarity, we recommend that the third sentence of paragraph 634 read as
follows:

"Interest rates may be fixed or variable, and the loans may be structured for full, partial, or no
amortization of principal (that is, periodic interest payments are required and the principal is
paid in at the loan maturity date)."
Comment 7: Paragraph 643 outlines the FDIC requirement that appraisals bo obtained
for real estate related financial transactions having a value of $100,000 or greater. In
June 1994, the federal banking agencies issued a final rule for real estate appraisals
that increases the threshold for required appraisals of real estate financial transactions
to those having a value of $250,000 or greater.
We recommend changing the dollar amount at or above which appraisals must be obtained to
$250,000. This should also be footnoted to alert a user of the Guide that this amount is
subject to periodic review by regulatory authorities.
Comment 8: Paragraph 633 doos not address a creditor’s accounting for a troubled
debt restructuring involving receipt of assets in full satisfaction of a receivable.

We recommend that the second sentence of paragraph 633 be revised to read as follows:
"For creditors, TDRs include certain modifications of terms of loans and receipts of assets
from debtors in partial or full satisfaction of loans."

Comment 9: Paragraph 635 recommends accounting treatment for the application of
receipts in partial or full satisfaction of troubled debt restructurings. The Guide does
not, however, address the accounting in the potential situation that the fair value of
assets received in satisfaction exceeds the carrying value of the loan.
Both FAS 15 and FAS 114, as amended by FAS 118, are silent on this issue. However,
FAS 15 does discuss treatment of losses in the event that the fair value of assets
received is less than the carrying value of the loan and requires that accounting in
such situations be performed as if the assets had been acquired for cash.

We recommend that the AICPA consider adding discussion that addresses the accounting tor
any excess of the fair value of the assets received over the carrying value of the loan. We
believe that any such excess should be recognized as a loan toss recovery to the extent of
prior charge-offs, then interest income to the extent of earned but unaccrued interest

Comment 10: In the discussion of accounting for in-substance foreclosures in
paragraph 6.56, the Guide makes several references to technical guidance. The Guide
is unclear as to which FASB pronouncement provides guidance for accounting for the
receipt of assets when a troubled debt restructuring is in substance a repossession or
foreclosure by the creditor. Additionally, the text of paragraph 6.56 includes excessive
references to technical guidance. These references are subsequently footnoted to
indicate that they have been superseded, thereby, becoming cumbersome for a user of
the Guide to determine which technical guidance introduced is still valid.
We recommend that paragraph 6.56 read as follows:
Paragraph 34 of Financial Accounting Statement Na 15, as
amended by Financial Accounting Statement 114, requires that the accounting tor receipts of
assets be applied when a troubled debt restructuring is in substance a repossession or
foreclosure by the creditor. That is, the creditor receives physical possession of the debtors
assets regardless of whether formal foreclosure proceedings take place."
" In-substance foreclosures.

In addition, we recommend that footnote 6 be deleted.

Comment 11: It appears that footnotes 8 and 9 in chapter 6 Inaccurately refer to the
impact that FAS 114 has on AICPA Practice Bulletins 4 and 5:
• Practice Bulletin 4 addresses the accounting treatment by financial
institutions for troubled debt restructurings involving receipt of assets in full
satisfaction of a receivable (paragraph 6). FAS 114 does not address
accounting for such troubled debt restructurings. Therefore, Practice
Bulletin 4 should not be affected by FAS 114.
• Practice Bulletin 5 addresses income recognition on loans to financially
troubled countries. FAS 114, as amended by FAS 118, does not address
income recognition on impaired loans. Therefore, Practice Bulletin 5 should
not be affected by FAS 114.
Further, given that FAS 114, as amended, does not address income recognition on
impaired loans, a loan measured for impairment in accordance with FAS 114 could, in
fact, be on nonaccrual. Therefore, the second sentence of footnotes 8 and 9 is
inaccurate.
We recommend that both footnotes 8 and 9 of chapter 6 be deleted.

Comment 12: Paragraph 6.70, which is in the Financial Statement Presentation and
Disclosure section of the Guide, states that accounting for outstanding loans whose
terms have been modified in troubled debt restructurings is proscribed by FAS 114.

We recommend that paragraph 6.70 be deleted and replaced with the specific presentation
and disclosure requirements set forth in paragraph 6(i) of FAS 118.

Chapter

7: allowance for

credit

Losses

Comment 13: The last footnote to Exhibit 7.17 does not discuss the alternative
methods for measuring impairment in conformity with FAS 114.
We recommend that the second sentence of that footnote read as follows:

"However, the measure of impairment under FASB Statement No. 114 is based on a single
best estimate of the present value of expected future cash flows discounted at the loan’s
effective interest rate or, alternatively, the observable market price of the loan or the fair value
of the collateral, and not a range of estimated amounts."

Comment 14: The Regulatory Matters section of chapter 7 does not include reference
to the December 21,1993, Interagency Policy Statement on the Allowance for Loan and
Lease Losses.
We recommend that the Regulatory Matteis section of chapter 7 be expanded to include
reference to that statement

Comment 15: Paragraph 7.30 does not accurately state the disclosure requirements
related to the allowance for loan lasses as specified in FAS 114, as amended by FAS
118.
We recommend that paragraph 7.30 read as follows:

"The nature and amount provided for credit losses related to off-balance-sheet financial
instruments should be reported separately as liabilities. For each period for which results of
operations are presented, the notes to the financial statements should include a summary of
the activity in the total allowance for credit losses related to loans, including the balance in the
allowance at the beginning of the each period, additions charged to operations, direct write
downs charged against the allowance, and recoveries of amounts previously charged-off. The
total allowance for credit losses related to loans includes those amounts that have been
determined in accordance with FASB Statement No. 5, Accounting for Contingencies, and with
FASB Statement No. 114. A description of the accounting policies and methodology the
institution used to estimate its allowance and related provision for credit losses should be
included in the notes to the financial statements. Such a description should identify the
factors mat influenced managements Judgment (for example, historical losses and existing
economic conditions) and may also include discussion of risk elements relevant to particular
categories of financial instruments."

Proposed Audit and Accounting Guide
Chapter 8
p.130

Loan Sales and Mortgage Banking Activities

8.18 Real estate loans with prepayment penalties are no longer very common -

Investing escrow funds also creates value.
p.132

8.24 These benefits typically go to seller rather than buyer.

Chapter 9:
Assets

Real Estate Investments,

real

Estate Owned, and

Comment 10: Footnote 2 of chapter 9 providing technical references related to the
accounting for foreclosed assets, which is addressed in the Accounting and Reporting
section of chapter 9. This footnote does not clarity or provide further refinement to the
definition of foreclosed assets.
We recommend thatfootnote 2 of chapter 9 be deleted.

Comment 17: Footnote 3 of chapter 9 characterizes an in-substance foreclosure
through reference to technical guidance that has been superseded by FAS 114.
We recommend that footnote 3 of chapter 9 be revised to read as follows:

"FASB Statement No. 114 indicates that an in-substance foreclosure exists when a creditor
has obtained possession of the collateral with or without having to go through formal
foreclosure proceedings.”

Comment 18: Paragraph 9.8 discusses held for sale presumptions associated with
foreclosed assets. This discussion does not clearly convoy the accounting treatment
provided in AICPA Statement of Position 92-3, Accounting for Foreclosed Assets.
We recommend that paragraph 9.8 be revised as follows to ensure clarity:
"FASB Statement No. 15 and SOP 92-3 establish guidance on accounting for and reporting on
foreclosed assets. At the time of foreclosure or in-substance foreclosure, the foreclosed or in
substance foreclosed asset should be reported at its fair value. It is presumed that, foreclosed
or in-substance foreclosed assets are held for sale and not for the production of income. That
presumption may be rebutted, except for in-substance foreclosed assets, by a preponderance
of the evidence. However, institutions would rarely be able to rebut the presumption for
foreclosed real estate assets, because regulations generally requite depository institutions to
divest of foreclosed real estate assets within a short period of time."

Comment 19: Paragraph 9.12 discusses accounting for a change in classification of a
foreclosed asset The text of this discussion is incomplete with respect to the
accounting treatment set forth in AICPA Statement of Position 92-3, Accounting for
Foreclosed Assets.

We recommend that paragraph 9.12 be amended to read as follows:

"If an institution subsequently decides that a foreclosed asset classified as held for sale will be
held for the production of income, the asset should be reclassified from the held for sale
category. The reclassification should be made at the amount the asset’s carrying amount
would have been had the asset been held for the production of income since foreclosure.
Selling costs included in the valuation allowance should be reversed. The net effect should
be reported in income from continuing operations in the period in which the decision not to sell
the asset is made.”

Comment 20: Paragraph 9.15 discusses the equity method used in reporting ADC
arrangements classified as real estate joint ventures and recommends that the
"carrying amount of the investment is adjusted to the lender's share of the earnings or
loss of the joint venture.” [emphasis added] This statement is unclear.
We recommend that the fourth sentence of paragraph 9.15 read as follows:
"Under the equity method, the carrying amount of the investment is adjusted by the leader's
share of the earnings or loss of the joint venture."

Comment 21: Paragraph 9.19 discussing the allocation of income and equity among
parties to a joint venture includes a statement recommending circumstances in which
certain partnership allocation ratios should be ignored. The context of the statament is
inconsistent with that of AICPA Statement of Position 78-9.
We recommend that the aforementioned statement within paragraph 9.19 be replaced with the
following excerpt from SOP 78-9:
"Specified profit and loss ratios should not be used to determine an investors equity in
venture earnings if the allocation of cash distributions and liquidating distributions are
determined on some other basis.”

Chapter 10-Other

assets

Introduction

The second sentence presently states. "Such assets may be acquired directly through
a special purpose subsidiary." It appears that the word "or" should be inserted after the

•

word "directly."

•
•

It would be useful to provide references from paragraphs 10.3 and 10.4. which discuss
identifiable intangibles and goodwill, respectively, to Chapter 16-Business

Combinations.

10.3-We believe the term purchased credit card relationship
intangible (see 8.8) should be used instead of "credit card
customer list".
10.7—It would be appropriate to add that purchased credit card
relationship intangible amortization is also limited to ten years
for national banks.

10.9-It would be appropriate to add that the discounted value
should be calculated using a discount rata no lower than the rate
used for the original valuation model. Such calculations should
be performed quarterly.

10.19—This section should also discuss that negative goodwill is
allocated to long term non—interest bearing assets until such
assets are reduced to zero. The SEC has indicated that, with
respect to financial institution acquisitions, it will generally
take exception to an amortization period for negative goodwill
that is shorter than tan years on a straight-line basis (per the
1993 AICPA SEC Conference).

Chapter 11
DEPOSITS

INTRODUCTION
11.1

Deposits are an important source of funds fordepository institutions. Deposits are often

an institution's most significant liability, and interest expense on deposits an institution's most
significant expense. The predominance of negotiable certificates of deposit (CDs) and other kinds
of interest-bearing deposits on which drafts can be made, the deregulation of interest rates paid
on insured deposits, competition from mutual funds and other financial products, nondeposit
liabilities as a source of funds, and liability management all have driven the offering of a wide
range of deposit products having a variety of interest rates, terms, and conditions.
11.2 Deposits are generally classified by whether they bear interest, by their ownership (for
example, public, private, interbank, or foreign), and by their type (for example, demand, time, or
secured). A description of various deposit products follows.
Demand Deposits

11.3 Demand deposits (often called transaction accounts or DDAs) are accounts that may bear
interest and that the depositor is entitled to withdraw at any time without prior notice. Checking
and negotiable order of withdrawal (NOW) accounts are the most common form of demand
deposits. Withdrawals are typically made through check writing, automated teller machines
(ATMs), electronic funds transfers, or preauthorized payment transactions. Deposits are generally
made through direct deposit (such as of payroll amounts) or electronic funds transfers, or at ATMs
or teller windows.
11.4 Further, a depository institution may issue a check drawn on itself for a variety of purposes,
such as expense disbursements, loan disbursements, dividend payments, withdrawal of account
balances, and exchange for cash with customers. These checks are generally referred to as
official checks and may consist of cashier's, treasurer's, expense, and loan disbursement checks
and money orders.
Savings Deposits

11.5 Savings deposits bear interest and have no stated maturity. Savings deposits include
passbook and statement savings accounts and money market deposit accounts (MMDA).
Withdrawals and deposits are typically made at ATM or teller windows, by electronic funds
transfers, or by preauthorized payment. Furthermore, MMDA accounts generally permit the
customer to write checks, although the number of checks that may be written is limited by law.

Time Deposits
11.8
Time deposits (which include CDs, individual retirement accounts [IRAs], and open
accounts) bear interest for a fixed, stated period of time.
11.7 CDs bear a stipulated maturity and interest rate, payable either periodically or at maturity.

CDs may be issued in bearer form (payable to the holder) or registered form (payable on co a
specified individual or entity) and may be negotiable or nonnegotiable (always issued in registered
form). Negotiable CDs. for which there is an active secondary market, are generally short-term
and are most commonly sold to corporations, pension funds, and government bodies in large
denominations (generally, $100,000 to $1 million). Nonnegotiable CDs, including savings
certificates, are generally in smaller denominations. Depositors holding nonnegotiable CDs may
recover their funds prior to the stated maturity but must pay a penalty to do so.
11.8 Retirement accounts known as IRAs, Keogh accounts (also known as H.R. 10 plans), or
self-employed-person accounts (SEPs) are generally maintained as CDs. However, because of the
tax benefits for depositors, they typically have longer terms than most CDs. Many retirement
accounts provide for automatic renewal on maturity.

11.9 Open accounts are time deposits with specific maturities and fixed interest rates but, unlike
savings certificates, amounts may be added to them until maturity. Common types of open
accounts are vacation and Christmas club accounts.
11.10 Brokered deposits are time deposits that are third-party deposits placed by or through the
assistance of a deposit broker. Deposit brokers sometimes sell interests in placed deposits to third
parties. As discussed below, federal law restricts the acceptance and renewal of brokered
deposits by an institution based on its capitalization.
Dormant Accounts

11.11 Institutions generally have a policy on classifying accounts as dormant. The required period
of inactivity before savings accounts are classified as dormant normally exceeds that for checking
accounts because savings accounts are normally less active. After a specific period of inactivity,
as determined by the state in which the institution is located, the accounts may no longer be
deposits of the institution and may be required to be returned to (escheat to) the state.

11.12 When an account is closed, the signature card is generally removed from the file of active
accounts and placed in a closed-account section. Generally, account records are perforated in a
canceling machine and returned to the depositor.
Other Deposit Services

11.13 Institutions often offer other deposit services such as reserve or overdraft checking (which
combine a checking account and a preauthorized personal loan), check guarantee services, and
consolidated account statements (which combine the account information of several services into
one monthly statement).
The Payments Function and Services

11.14 The payments function of a depository institution involves facilitating money payments and
transferring funds. The payments function is accomplished through checks and electronic funds
transfers.

11.15 Check processing. The check clearing process, which is highly automated, involves the
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exchange of checks and the settlement of balances among institutions locally, regionally, and
nationally. Check processing involves encoding of checks with magnetic ink character recognition
(MICR) symbols to facilitate routing, the proof and transit function, and the flow of checks for
collection. A correspondent system and the Federal Reserve perform such clearinghouse functions
for depository institutions.

11.16 A depository institution receives two types of checks: (a) on-us checks, drawn on a
depositor's account and (b) foreign checks, drawn on accounts of other institutions. Such checks
may be received from the Federal Reserve, local clearinghouses, other depository institutions, at
an ATM or teller window, through the mail, or by other means, such as a loan payment.
11.17 Many checks that a depository institution receives have been dollar-amount encoded by the
first institution that handles the check. However, checks received through an institution's own
operations must go through its proof department or its correspondent bank. A proof department
has the responsibility to —

a. Prove the individual transaction against its documentation, such as a deposit slip.

b. Verify totals for several departments.
c. Encode the dollar amount field.

d. Mechanically endorse the back of the check.
e. Sort the items according to destination.
11.18 The flow of checks for collection depends primarily on the location of the depository
institution on which the check is drawn. Processing an on-us check for deposit to another account
in the same institution is straightforward: The institution debits the check writer's account and
credits the check depositor's account. Processing a check drawn on another depository
institution, however, can be complex.
11.19 Though some direct collections are made in the banking system, most depository
institutions collect foreign checks through a clearing arrangement (clearinghouse), a correspondent
bank, or the Federal Reserve.

11.20 in a clearing arrangement, a group of depository institutions in a given area that receive
large numbers of deposited checks drawn on one another meets to exchange and collect payment
for the checks. Checks are physically exchanged among participants, and collection is made by
crediting or debiting the net amount presented by each institution against all the others.
11.21 When a correspondent institution receives a check drawn on one of its respondent
institutions, the check collection process can take several different routes. If the presented check
is drawn on an institution that also maintains an account with the correspondent, collection simply
involves the correspondent's transfer of deposit credit from one account to another account. If
the check is drawn on an institution that does not have an account relationship with the
correspondent, the check is credited to the respondent institution's account and then either (a)
sent to a second correspondent in which the first correspondent and the institution on which the
check is drawn both have an account, (b) sent to a local clearinghouse, or (c) sent to a Federal
Reserve bank.

11.22 The Federal Reserve collects checks by internally transferring credit balances from one
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account to another, in much the same way that individual institutions collect on-us checks. For
presenting and paying institutions that have accounts at two different Federal Reserve banks, an
extra step is involved in the collection process. Each Federal Reserve bank has an interdistrict
settlement account that it maintains on the books of the Interdistrict Settlement Fund established
in Washington, D.C., to handle settlements. A check presented to one Federal Reserve bank
drawn on a depository institution in another Federal Reserve district will result in a transfer of
interdistrict settlement account balances from one Federal Reserve bank to another.
11.23 Electronic funds transfer systems. Depository institutions have responded to the large
volume of checks and the high costs of clearing checks by increasingly using electronic funds
transfer (EFT) systems. EFT systems are computer-based networks designed to move funds to
and from accounts and to and from other institutions electronically, thus eliminating paper-based
transactions. Depository institutions transact an enormous volume of daily business between
themselves and for customers over regional and national EFT systems. The three principal kinds
of EFT systems are direct deposit systems, automated clearinghouse systems, and ATMs.

11.24 A direct deposit system involves the direct deposit of payments into a customer's account
without the use of a definitive check, and is widely used for payrolls. The payment information
is usually transmitted to the institution from the payer in electronic form and processed through
the institution's proof system.

11.25 An automated clearinghouse (ACH) is used to transfer funds from one institution's account
at a Federal Reserve bank to that of another, conduct transactions in the federal funds market,
transfer funds for customers, transfer book entries representing certain securities and receive,
send, and control other specific EFT messages between member banks and other clearinghouses.
The largest ACH is Fedwire, operated by the Federal Reserve. The Clearing House Interbank
Payments System (CHIPS) is an ACH operated by the New York Clearing House Association and
is the focal point for payments in the world's international dollars market. International dollar
payments generally do not leave the United States, but are held as deposits at money-center and
regional banks or the U.S. branches of foreign banks and are transferred between accounts
through CHIPS in payment for internationally traded goods and services, international financial
transactions, or settlement of debt.

11.26 Depository institutions also provide a variety of retail EFT services, including ATMs, pointof-sale (POS) terminals, telephone bill payment, .and home computer banking.

REGULATORY MATTERS

11.27 Section 29 of the Federal Deposit Insurance (FDD Act (codified in Section 12 of the Code
of Federal Regulations [12 CFR], Part 337) significantly limits the acceptance or use of brokered
deposits by depository institutions other than those that are well capitalized (as defined for
purposes of prompt corrective regulatory action, as discussed in chapter 2). Adequately
capitalized institutions may accept brokered deposits only if they first obtain a waiver from the
Federal Deposit Insurance Corporation (FDIC). Undercapitalized institutions are prohibited from
accepting brokered deposits. Restrictions on the acceptance of brokered deposits, particularly for
institutions that become undercapitalized, could affect an institution's liquidity. The effect of such
restrictions on liquidity may be a condition, when considered with other factors, that could indicate
substantial doubt about an entity's ability to continue as a going concern (see chapter 3).

11.28 Section 29 also limits the interest rates that may be offered by under- or adequately
capitalized institutions. Undercapitalized institutions may not solicit any deposits by offering rates
significantly higher, as defined, than prevailing rates. Adequately capitalized institutions are
prohibited from paying interest on brokered deposits above certain levels.

ACCOUNTING AND FINANCIAL REPORTING

11.29 The institution's liability for deposits originates and should be recognized at the time
deposits are received, rather than when the institution collects the funds. Checking accounts that
are overdrawn should be reclassified as loans and should therefore be evaluated for collectibility
as part of the evaluation of credit loss allowances.
11.30 Checks that are deposited by customers and that are in the process of collection and are
currently not available for withdrawal (deposit float) should be recorded as assets and liabilities.
Deposits should not be recorded based solely on collections.
11.31 Disclosures about deposits should generally include the following:

a. The aggregate amount of time deposit accounts (including CDs) exceeding $W0,000
at the balance-sheet date
For time deposits having a remaining term in excess of one year, the aggregate amount
b.
of maturities for each of the five years following the balance-sheet date (in conformity
with Financial Accounting Standards Board [FASB] Statement of Financial Accounting
Standards No. 47, Disclosure of Long-Term Obligations)
c. Securities, mortgage loans, or other financial instruments pledged as collateral for
deposits

d. The aggregate amount of any demand deposits that have been reclassified as loan
balances at the balance-sheet date

e. The amount of deposits of related parties at the balance-sheet date (in conformity with
FASB Statement No. 57, Related Party Disclosures)
f. Deposits that are received on terms other than those available in the normal course of
business

g. The fair values of deposits (in conformity with FASB Statement No. 107, Disclosures
about Fair Value of Financial Instruments)

11.32 For deposits payable on demand or with no defined maturities, the fair value disclosed
would be the amount payable on demand at the reporting date.
11.33 Securities and Exchange Commission (SEC) registrants are further required by Article 9 of
Regulation S-X to disclose the following on the face of the financial statements or in related
footnotes:

a. The amounts of noninterest-bearing deposits and interest-bearing deposits (including
those in foreign banking offices in certain circumstances)

b. Interest on deposits
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.34 The SEC's Codification of Financial Reporting Policies requires registrants to disclose the

following in filings with the SEC:

a. The average amounts and rates paid on each pertinent category of domestic and foreign
deposits

b. Amounts outstanding of large time deposits ($100,000 or more) presented by time
remaining to maturity of three months or less, over three through six months, over six
through twelve months, and over twelve months

AUDITING
Objectives

11.35 The primary objectives of auditing procedures for deposit liabilities are to obtain reasonable
assurance that —
a. Financial statement amounts for deposit liabilities and related transactions include all
deposit obligations of the institution and reflect all related transactions for the period
b. Deposit liabilities and related income statement and balance-sheet accounts have been
properly valued, classified, and disclosed in conformity with generally accepted
accounting principles (GAAP).
Planning

11.36

The following factors related to deposits contribute to higher inherent risk:

a. Significant changes in the amount and activity of previously inactive or dormant
accounts

b. Significant increases in the number of closed accounts, especially near the end of a
reporting period
c. A practice of permitting depositors to withdraw funds from their accounts before
deposited checks have been collected by the institution

d. A large number of accounts having instructions not to mail account statements to the
depositor (no mail accounts)
e. Introduction of new deposit products
f.Use of derivative financial instruments to hedge deposits

g. Recurring and significant difficulties in reconciling exception items
Internal Control Structure Over Financial Reporting and Possible Tests of Controls

11.37 An effective internal control structure (as it relates to financial reporting of deposits) should
provide reasonable assurance that (a) deposits are accepted in accordance with management's
established policies, (b) errors and irregularities in the processing of accounting information for
deposits are prevented or detected, and (c) deposits are monitored on an ongoing basis to
determine whether recorded financial statement amounts require adjustment.
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11.38 The independent accountant's assessment of control risk for deposits should include
consideration of whether the institution has internal control structure procedures that contribute
to a strong control environment, which may include —
• Policies and procedures that have been approved by the board of directors and include
position limits for each type of deposit (including brokered deposits) and guidelines for
setting the interest rates offered on deposits.

• Segregation of duties between persons involved with the proof function, persons having
access to cash, persons responsible for opening new accounts and issuing CDs or
savings certificates, persons with responsibility for authorizing account adjustments, and
persons with responsibility for posting information to the general ledger. (Because many

of the potential duty conflicts found in the deposits area also exist for cash, it is usually
efficient to coordinate any assessment of segregation of duties in those two areas.)

• Reconciliation of subsidiary ledgers for deposit principal, accrued interest, and related
accounts to the general ledger on a periodic basis.
• Daily performance of a proof and transit operation with rejected or exception items
segregated and individually reviewed. Examples of such items include activity in
dormant accounts or customer overdrafts.
• Persons such as officers or supervisory employees have been designated by
management to be responsible for reviewing and approving unposted holdover items,
overdrafts, return items, and status of inactive or dormant accounts.

• Files, ledger cards, canceled checks, deposit tickets, signature cards, and unissued CDs
and savings certificates safeguarded from unauthorized access (including dual control
over and prenumbering of unissued certificates and official checks).
• Periodic depositor account statements are mailed regularly. Returned statements are
controlled, with follow-up on a timely basis.

• Supervisory personnel have been designated by management to be responsible for
periodically reviewing activity in employee accounts for unusual transactions.
• EFTs are subject to control procedures that —

(1)

Segregate duties between employees who handle cash, balance EFT transactions,
authorize EFTs, and post EFTs to deposit accounts.

(2)

Require authorization for EFTs exceeding a depositor's available balance.

(3)

Establish and maintain current, written agreements with all depositors making EFT
requests, particularly forthose customers who initiate EFT requests by telephone,
modem, or other means not involving signed authorization. These agreements
generally should be required to set forth the scope of the institution's liability and
the agreed-upon security procedures for authenticating transactions (such as
callbacks or passwords).

(4)

Provide for review of rejected transactions and the correction and reversal of
entries by a supervisor.

(5)

Restrict initiation of EFTs and access to computer terminals or other EFT
equipment.
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(6)

Require that documentation of EFTs is provided to the parties involved on a timely

basis.
(7)

Disclose the name of the debit party to the receiver of funds.

(81

Provide for written instructions to employees and users concerning the EFT
function.

(9)

Provide for use and confidentiality of authorized caller and other access codes or
authentication algorithms, including periodic changes in such codes or algorithms.

(10)

Provide for maintenance of a current list of personnel authorized to initiate EFTs.

(11)

Establish authorization limits for personnel.

(12)

Provide for holds to be placed on customer accounts by EFT personnel when
instructions are received directly from the authorized customer to confirm that
available funds are in the customer's account or that the EFT funds are within
authorized limits before the EFT is made.

(13)

Provide for maintenance of card files or authorization letters on file for all
customers who initiate EFTs.

• Address whether controls and verification procedures over requests for EFTs are in place
at respondent depository institutions.

11.39 The independent accountant may decide to perform procedures to obtain evidential matter
about the effectiveness of both the design and operation of internal control structure policies and
procedures to support a lower level of assessed control risk. Examples of tests of controls that
might be considered include —
• Observing or otherwise obtaining evidence about segregation of duties and supervisory
review of activity in employee accounts.
• Testing reconciliations of related accounts, including disposition of reconciling items and
review and approval by a person other than the preparer.

• Testing controls over origination of and access to signature cards and mailing address files.

• Testing controls over the direct mailing of statements to depositors.
• Comparing withdrawal slips with the applicable signature cards.

• Testing controls over restrictions on deposits pledged as collateral, inactive or dormant
accounts, and mail receipts.
11.40 Tests of internal control structure policies and procedures related to EFTs may include the
following:

• Testing compliance with management's established authorization and verification
procedures
• Validating sequence numbers on transfers sent and received
• Confirming that acknowledgments are returned for all outgoing messages
• Reviewing management's daily comparison of the total number and dollar amount of
EFTs sent and received with summaries received from the Federal Reserve
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• Testing reconciliations of daily reserve or clearing account statements for disposition of
reconciling differences and supervisory review and approval
• Testing procedures for identification and verification of EFTs with respondent
institutions
• Observing internal control structure procedures over access
Substantive Tests

11.41 Audit procedures for deposits may include testing reconciliations of related subsidiary and
general ledger accounts, confirmation of account balances, and analytical procedures.
11.42 Subsidiary Records and Reconciliations. Procedures should be planned that provide
reasonable assurance that the subsidiary ledger information to be confirmed and tested has been
recorded properly in the general ledger. The disposition of reconciling items between general and
subsidiary ledgers (such as returned items, adjustment items, holdovers, overdrafts, and service
charges) should be investigated to determine whether any adjustments to recorded amounts are
necessary.

11.43 Confirmations. Guidance on the extent and timing of confirmation procedures is found in
Statement on Auditing Standards (SAS) No. 39, Audit Sampling (AICPA, Professional Standards,
vol. 1, AU sec. 350), and SAS No. 47, Audit Risk and Materiality in Conducting an Audit (AICPA,
Professional Standards, vol. 1, AU sec. 312). Guidance on planning, performing, and evaluating
samples is included in SAS No. 45, Omnibus Statement on Auditing Standards — 1983 (AICPA,
Professional Standards, vol. 1, AU sec. 313, "Substantiative Tests Prior to the Balance Sheet
Date"). Confirmation of deposits provides evidence about existence and accuracy. Because
independent accountants are generally more concerned with the completeness of recorded
deposits, the independent accountant should consider performing other substantive procedures
to supplement the use of confirmations for deposit balances. It may be appropriate for the
independent accountant to include negative confirmation requests with depositors' regular
statements when the combined assessed level of inherent and control risk is low and the
independent accountant has no reason to believe that the recipients will not consider the requests
(see SAS No. 67, The Confirmation Process [AICPA, Professional Standards, vol. 1, AU sec. 330],
for additional guidance). If confirmations are used, active, inactive, and dormant accounts, and
accounts closed during the period, should all be included in the population subject to sampling.

11.44 Some depositors may have instructed the institution not to send account statements to the
depositor's mailing address. For such no-mail accounts, the independent accountant should review
a written request from the depositor requesting the no-mail status and should use alternative
procedures to obtain adequate evidence about the account balance. No-mail accounts and
accounts for which confirmation requests are returned undelivered should be subjected to
alternative procedures (such as personal contact with the depositor). If alternative procedures are
not practicable, the independent accountant should consider whether a scope limitation exists.
11.45 Accrued Interest Payable, Interest Expense, and Service Charge Income. Audit procedures
should be performed on accrued interest payable, interest expense, and service charge income in
connection with other procedures on deposits. Audit procedures for such amounts include
reviewing and testing reconciliations of subsidiary ledgers with the general ledger, recalculating
interest paid, accrued interest payable, and service charge income, and testing of interest expense
and service charge income for the period.
11.46 Other Analytical Procedures. Analytical review procedures can provide substantive
evidence about the completeness of deposit-related financial statement amounts and disclosures;
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however, such procedures in tests of deposit expense are often less precise than substantive tests
such as recalculations. Because institutions generally offer a wide variety of deposit products and
rates (which change frequently during a financial reporting period), it is normally difficult to
develop expectations to be used in analyzing yields on deposits.
Accordingly, analytical
procedures in this area should generally be considered only as a supplement to other substantive
procedures, except where an expected yield can be known with some precision. Further guidance
is provided in SAS No. 56, Analytical Procedures (AICPA, Professional Standards, vol. 1, AU sec.
329), and SAS No. 31, Evidential Matter (AICPA, Professional Standards, vol. 1, AU sec. 326).
The independent accountant should be careful not to view trends entirely from a historical
perspective; current environmental and business factors as well as local, regional, and national
trends should be considered to determine if the institution's trend appears reasonable. Some
analytical review procedures that should be considered include —
• Comparing the percentage of deposit growth during the period with historical
percentages.

• Comparing the average deposit account balances during the period with those of prior
periods.
• Reviewing the relative composition of deposits from period to period.

• Comparing the amounts and percentage ratio of dormant accounts to total deposits with
those of prior periods.
• Comparing deposit interest rates with those prevailing in the institution's marketing area
for the same periods.
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Chapter 12 - FEDERAL FUNDS AND REPURCHASE AGREEMENTS

The only suggestion we have for your consideration is paragraph 12.3 on page 161.
Term Fed Funds, those extending 30 days to six months, appear not to be adequately addressed.
Term Fed Funds are occasionally executed in the market place and are commonly placed on an

unsecured basis. If Term Fed Funds are transacted, the balance must be reflected in the loan
classification for Call Reporting purposes.

DRAFT BANKS AND SAVINGS INSTITUTIONS AUDIT GUIDE

SUMMARY OF CHAPTER
13
NOVEMBER 1994 ABA MEETING

Chapter 13-Debt

Summary:
•

Provides a descriptive overview of various types of long-term and short-term debt, and accounting
therefor — commercial paper, Federal Reserve borrowings. Treasury, Tax and Loan (TT&L) notes,
bankers' acceptances, mortgage-backed bonds, preferred stock and other obligations of finance

subsidiaries, CMOs, REMICs.
•

Accounting and disclosure section mirrors old savings guide — e.g., report significant categories of
borrowings as separate line items on the balance sheet; discussion cm defeasance; discussion on fair

value.

Issues:
No discussion of accounting for premiums and discounts associated with long-term debt
Recommend mentioning FASB ED on securitizations which proposes to prohibit derecognition for
in-substance defeasance.
Recommend including a discussion of what debt qualifies as risk baaed capital for banks.

Chapter 14 - INCOME TAXES

14.18-Last sentence should be changed to read from "is computed
in the manner..." to "is subject to a 20 percent disallowance for
tax return purposes.

14.20—Fourtb line refers to AMT income.. .this should read
alternative minimum taxable income (AMTI), since this is a common
acronym and it is not proper to say alternative minimum tax
income. In the fifth line reference is made to AMT
adjustments... this should be changed to refer to certain
adjustments since they are adjustments to the income, not the tax
itself.
14.26-The first sentence should be revised to read "on all tax
returns for the current and all prior years."

14.27-The first sentence under "Bad debt reserves" should be
revised to read "under IRC Sections 164 and 593. The tax
reserves are generally different than the credit losses in the
financial statements."
14.27—The first sentence under "Other real estate owned and other
assets" should be revised to read "until the asset is sold,
disposed of, or depreciated pursuant to tax methods."

Chapter 15-Futures, Forwards, Options, Swaps,

and

Similar Financial Instruments

Introduction
•

In general, we suggest adding a discussion on the various risks associated with
derivative activities, similar to the "laundry list" of risks identified in paragraph 6.7 of
Chapter 6-Loans. The discussion should include the following risks: credit,
operational, dose-out, model, and legal risks.

•

In general, we suggest adding a discussion on the difference in the use of derivatives
by savings institutions and banks. Savings institutions act as end-users in the
derivatives market (i.e., they use derivative products almost exclusively as interest rate
risk management tools), whereas banks engage in both end-user and dealer activities.

In paragraph 15.4, reference is made to "hedgers" and "speculators." However, these
activities are not defined until later in the Chapter. We recommend either deleting the
reference to hedgers and speculators in paragraph 15.4, or adding a cross-reference in
paragraph 15.4 to where these activities are defined.

•

Paragraph 15.9 indicates that spot contracts are commonly used foreign currency
instruments that call for delivery and settlement within ten days; however, we
recommend noting that settlement generally occurs within two business days.
Options are defined in paragraph 15.10 as agreements that "allow, but do not require"
the holder to exercise the instrument To be consistent with wording contained
elsewhere in the Chapter and existing accounting guidance, we suggest revising this to

indicate that options are agreements that give the holder the "right, but not the
obligation" to exercise the instrument

•

Paragraph 15.24 indicates that mortgage swaps are generally collateralized. However,
we suggest noting that the use of collateralization as a vehicle to reduce counterparty
credit risk is not limited to mortgage swaps, but may also be used with other types of
derivative instruments.

•

Paragraph 15.35 indicates that assets, liabilities, and anticipated transactions may be
designated as hedged items. We recommend that firm commitments also be included
as items that can be designated as hedged items, in accordance with FASB Statement
No. 52, "Foreign Currency Translation" and FASB Statement No. 80, "Accounting for
Futures Contracts" (Statement 80).

•

To date, the term "hedge" has not been specifically defined by any source of
authoritative accounting literature. However, paragraph 15.35 indicates that "a hedge is
a defensive strategy to avoid or reduce risk." Given the ongoing controversy about
what constitutes an accounting hedge, we believe it is inappropriate for the Guide to
provide this definition.

•

Footnote 1 on page 202 indicates that the FASB has a project currently in process on
disclosures about derivative financial instruments. As this project has since been
completed and has resulted in the Issuance of FASB Statement No. 119, "Disclosure
about Derivative Financial Instruments and Fair Value of Financial Instruments"
(Statement 119), we suggest deleting this sentence from the paragraph.

•

The difference between the use of derivatives for hedging and asset/liability
management purposes is not clear. We suggest combining these activities and
descriptions under one category, because asset/liability management activities are a
form of hedging activities.

•

Paragraph 15.43 defines synthetic instruments; however, accounting guidance for
synthetic instruments is not provided within the Chapter. We suggest adding a
sentence indicating that, based on existing accounting practice, synthetically created
instruments generally receive the same accounting treatment as the instrument they
have replicated.

Accounting and Financial Reporting
•

Paragraph 15.49 indicates that "financial instruments are marked to market with the
resulting unrealized gains or losses recognized in earnings currently when the
instrument represents a hedge of asset positions, contemplated asset positions, or
short positions, all of which are, or will be. carried at market value." We suggest

changing the word "contemplated" to "anticipated" in this sentence to more accurately
reflect the language contained within Statement 80.

In addition, debt and equity securities that are classified as available-for-sale are
carried at market value, but their resulting unrealized gain or toss is recorded in
stockholders' equity, not earnings. Accordingly, this paragraph should be modified to
indicate that derivatives that hedge available-for-sale securities must be marked to
market with the resulting unrealized gains or losses recognized in stockholders' equity

(exclusive of net interest accruals).
•

Paragraph 15.53 indicates that futures contracts qualify as hedges if "the item to be
hedged exposes the institution to price risk." To agree with the wording in Statement
80 and the terminology used in point "b" of this paragraph, we suggest the wording be
revised to indicate that futures contracts may qualify as hedges if the item to be hedged
exposes the institution to price or interest rate risk.

•

The accounting treatment of the time and intrinsic value components of purchased
options is explained in paragraph 15.63. However, the time value and intrinsic value
are never defined in the Chapter. We suggest providing a definition of both the time
and intrinsic value components of a purchased option in this Chapter.

•

Paragraph 15.69 indicates that "premiums paid for caps, floors, collars, and swaptions
that qualify as hedges are generally analogous to insurance premiums." Although this
was once a widely held view, we understand that the insurance analogy may not be
supported by all regulatory agencies. As a result, we suggest deleting the phrase "are
generally analogous to insurance premiums" from this sentence.

•

We suggest revising the last sentence in paragraph 15.69 to read, "Like written options,
written caps, floors, collars, and swaptions generally do not qualify as hedges," to more
appropriately reflect existing accounting guidance.

15.32-First sentence should be revised to read "A collar combines
a purchased cap and a written floor and vice versa."
15.33—First sentence should be revised to read "A swaption is an
option to enter into a swap at some..”

15.43—There is a considerable emphasis placed on hedging in
paragraphs 15.35 through 15.42. We believe it would be
appropriate to place similar emphasis on asset/liability
management activities and the use of synthetic
Chapter 15, Regulatory Matters-We believe reference should be
made in this section to OCC Banking Circular 277-Risk Management
of Financial Derivatives.

Chapter 17

TRUST SERVICES AND ACTIVITIES

INTRODUCTION

17.1 Independent accountants may be engaged to (a) report on trust company financial
statements, particularly of common trust or mutual funds, (b) assist with directors' examinations
of trust financial information? or (c) report on theinternal control structure over financial reporting
in the institution's trust department.2 However, this chapter deals primarily with how trust
services and activities affect audits of the financial statements of depository institutions.
17.2 Trust services and activities consist of the fiduciary services provided to customers. A
fiduciary may be a trustee or an agent. Trust activities of an institution may be an integral part
of the institution's services; however, because of strict laws3 governing fiduciary responsibilities,
institutions conduct trust activities independently through—

a. A separate department or division of the institution.
b. A separately chartered trust company.
c. A contractual arrangement with the trust department or a trust company of another
depository institution.
17.3 The organizational structures of institutions' trust departments or of trust companies vary
greatly depending upon factors such as the scope of trust activities, the complexity of trust
services offered, management's preference, and the historical development of the entity. Trust
organizations vary from small operations with one person devoted to trust activities on a part-time
basis to large organizations with a variety of specialized staff such as tax attorneys, employee
benefit specialists, and investment specialists.

1 Directors may engage independent accountants to assist with the directors' examinations; however, the scope
of services varies. The independent accountant may be engaged to perform specific agreed-upon procedures
in connection with the directors' examinations. In such cases, the independent accountant may or may not be
engaged to perform an audit of the financial statements. This audit guide primarily deals with financial statement
audits; appendix B contains suggested guidelines for participation in directors' examinations.

2 Usually, such an engagement is the result of the need of auditors of the financial statements of pension plans,
mutual funds, and other entities to obtain evidential matter regarding the internal control structure in the
departments of a depository institution controlling assets of other entities. Since an institution may administer
many plans, it may not be economically feasible for each plan's independent accountant to carry out audit
procedures at the trustee institution. Accordingly, one independent accountant may perform procedures in the
area or department administering all plans at the institution and issue a report to the user institution on internal
accounting controls related to administration of the plans. Statement on Auditing Standards (SAS) No. 70,
Reports on the Processing of Transactions of Service Organizations (AICPA, Professional Standards, vol. 1, AU
sec. 324), and SAS No. 35, Special Reports — Applying Agreed-Upon Procedures to Specified Elements,
Accounts, or Items of a Financial Statement (AICPA, Professional Standards, vol. 1, AU sec. 622), provide

guidance for such engagements.

3 Most notably, Section 12 of the Code of Federal Regulations (12 CFR), Part 9; state fiduciary laws often provide

additional requirements.
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17.4

Trusts can be broadly categorized as personal, corporate, or employee benefit.

Personal Trusts

17.5

A brief description of the primary kinds of personal trusts follows.
a. Testamentary trusts are created under a will. Administrative responsibility begins when
assets are transferred from the estate to the trust. Almost all testamentary trusts are
irrevocable.

b. Voluntary trusts (inter vivos), also referred to as living trusts, are established by
individuals during their lifetime. This type of trust is often established with powers of
revocation or amendment. Furthermore, it has been increasingly common for the
grantor of the trust to retain the power to control or participate in deciding on
investments resulting in a self-directed trust.
c. Court trusts are trusts in which the trustee is accountable to a court. Court trusts
generally include decedents' estates (under which the courts appoint administrator
institutions to settle the estates of persons who either died without leaving wills or who
nominated the institutions as executors in their wills), guardianships, and some
testamentary trusts.

d. Agency agreements provide for the care of other parties' securities and properties.
Safekeeping and custodianship agreements are two of the more common types.
e. Property management agreements provide for the management of property, for
example, real estate or securities investments, by the trustee institution.
The
institution, as agent, has managerial duties and responsibilities appropriate to the kind
of property being managed.

f. Closely held business management responsibilities may arise through the normal course
of events when serving as trustee of a personal trust that holds ownership of the
enterprise, through involvement in winding down the affairs of an estate, or through a
specialized property management agreement.
Corporate Trusts

17.6

A brief description of the primary kinds of corporate trusts follows.
a. In a transfer agent trust, the trust department or trust company transfers registered (in
contrast to bearer) securities from one owner to another and maintains the records of
ownership.
b. In a registrar trust, the trust department or trust company maintains for corporations
control over the number of shares issued and outstanding.
c. In a joint registrar-transfer agent trust, the trust department or trust company acts
jointly as registrar and transfer agent for the same issue.

d. In a paying agenytrust, the trust department or trust company distributes interest or
dividend payments or redeems bonds and bond coupons of corporations and political
subdivisions within the terms of an agency agreement.
e. When an institution is a trustee under indenture, the trust department or trust company
acts as an agent designated by a municipality or corporation to administer specified

,34/^4'
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cash receipt or payment functions. In the municipal area, a fiscal agent may act for a
governmental body or political subdivision to pay bond principal and interest.
Employee Benefit Tni^y
17.7 In recent years, the employee benefit trust has become a common arrangement to handle
the investment of assets of employee benefit plans and the disbursement of plan assets for
payments of benefits to participants. Usually employee benefit trusts are utilized in connection
with employee benefit plans governed by the Employee Retirement Income and Security Act of
1975 (ERISA), the federal law dealing with employee benefit plans. However, an employee benefit
trust may be used for any employee benefit plan irrespective of whether ERISA applies. A brief
description of the primary kinds of employee benefit trusts follows.

a. Pension or profit-sharing trusts provide for a trustee institution to manage trust funds
established for the benefit of eligible company officers or employees or for members of
a union, professional organization, or association. Such trusts are established by
comprehensive written plans in which the trustees' powers are limited and their duties
are well defined. These trusts may exist in connection with a variety of types of benefit
plans, including defined benefit plans, defined contribution plans, individual retirement
accounts, and health and welfare plans.
b. Master trusts are special trust devices used to bring together various employee benefit
trusts of a plan sponsor for ease of administration. For instance, an employer may have
similar benefit plans for different subsidiaries, divisions, or classes of employees. Rather
than maintain separate employee benefit trusts for each plan, all of the plans, subject
to restrictions of ERISA, may pool the trust assets in a single master trust and maintain
separate subaccounts for each plan to preserve accountability. A master trust may also
be structured to establish separate pools of trust assets managed by different
investment advisers selected by the plan sponsor.
Collective Trust Funds

17.8 Collective trusts are arrangements in which the funds of individual trusts (that is, personal
or employee benefit trusts) are pooled to achieve greater diversification of investment, stability of
income, or other investment objectives. Under federal statute there are two types of collective
investment trusts: (a) common trust funds,4 which are maintained exclusively for the collective
investment of accounts for which the institution serves as trustee, executor, administrator, and
guardian and (b) commingled pension trust funds, which consist solely of assets of retirement,
pension, profit sharing, stock bonus, or other trusts that are exempt from federal income taxes.

REGULATORY MATTERS

17.9 Some banks and savings institutions are also involved with mutual funds. Their
involvement may range from corporate trust activities, which are generally administrative in nature,
to investment advisory activities, or may simply involve custodial activities. Some institutions sell
funds sponsored by an independent fund group. Others may use their name on a fund sponsored
by a third party.

4 Common trust funds are exempt from federal income taxes under Section 584 of the Internal Revenue Code.
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17.10 12 CFR, Part 9 sets forth rules concerning a national bank's operation of collective
investment trusts. The independent accountant may be engaged to perform certain agreed-upon
procedures required by the Office of the Comptroller of the Currency (OCC) relative to all other
trust activities. Regulatory approval is generally required before institutions enter into operations
involving mutual funds.

ACCOUNTING AND FINANCIAL REPORTING
17.11 While a trust department or trust company may have responsibility for the custody of trust
assets, they are not assets of the institution and, therefore, should not be included in the
institution's financial statements. However, cash accounts of individual trusts are often deposited
with the institution in demand and time deposit accounts, and revenues and expenses related to
fees for trust activities are recognized in the institution's income. Trust department income should
be presented on the accrual basis unless such income reported on the cash basis does not differ
materially from income that would be reported on the accrual basis. Depository institutions often
make financial statement disclosures describing the nature of the trust activities and any
contingent liabilities that may exist, related to trust activities.

AUDITING
Objectives

17.12__ Th
e primary objectives of financial statement audit procedures applied in the trust
operations area are to obtain reasonable assurance that —
a. The institution has properly described and disclosed in the financial statements
contingent liabilities associated with trust activities.

b. Fee income resulting from trust activities is recognized properly in the institution's
financial statements.
Planning ;

17.13 The independent accountant should consider the following factors in establishing the scope
of audit procedures to be performed:

a. The organization of the trust department and the degree of separation from the
commercial banking departments (for example, the role of legal counsel in trust account
administration and the vulnerability to disclosure of insider information)
b. The nature of comments on trust operations indicated in the reports of supervisory
agencies
c. The extent and nature of insurance coverage

d. The type and frequency of lawsuits, if any, brought against the institution and arising
from trust operations
e. The nature, complexity, and reliability of data processing systems
f. The nature and extent of lending of securities from trust accounts

//
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The significance of an institution's exposure to liability (including liability related to the reporting
of tax information) is a function of (a) the relative significance of the trust assets administered,
(b) whether the institution has discretionary investment authority, (c) the complexity of
transactions entered into by the trust, (d) the number of trusts administered, and (e) the
effectiveness of administration of the trust. Thus, the importance of the trust department in an
audit of an institution's financial statements should not be underestimated.
Internal Control Structure Over Financial Reporting end Possible Tests of Controls

17.14
Accounting systems for trust departments generally use sophisticated electronic data
processing systems. The accounting records of a trust department generally should reflect the
department's asset holdings and liabilities to trust customers, the status of each trust account,
and all transactions relating to each trust account. Records providing detailed information for each
trust account should include the following:
• Principal (corpus) control account
• Principal cash account
• Income cash account

• investment records for each asset owned, such as stocks, bonds, notes and mortgages,
savings and time accounts, real property, and sundry assets
• Liability record for each principal trust liability
• Investment income

17.15
The independent accountant should generally evaluate trust departments' and trust
companies' overall internal control structure over financial reporting, including the following
controls.
• Individual account and departmental transactions'(activity control) and suspense items
are reconciled and recorded in a complete, accurate, and timely manner.
• Written policies, procedures, and controls exist for securities lending activities, including
review of the borrower's creditworthiness, a formal lending agreement, and minimum
collateral requirements.
• Periodic reconciliations of the trust funds on deposit with the institution or its custodian
are performed by an employee having no check-signing authority or access to unissued
checks and related records.
• Measures have been taken to safeguard trust assets by dual control.

• Vault deposits and withdrawals are reconciled with accounting records to promptly
reflect the purchase and sale of trust assets.
• Reconciliation of agency accounts (for example, dividends, coupons, and bond
redemptions) are performed regularly by an employee having no access to unissued
checks or participation in the disbursement function.
• Periodic physical inspection of assets or confirmation of trust assets is conducted by
an independent person.

• There is frequent reporting and written approval of uninvested cash balances.
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• Procedures exist to ensure compliance with income and other tax filing and remittance
requirements.
• Reviews are conducted to make sure all duties required by the governing trust

instruments or agency contracts (legal compliance) are performed.
Financial Reporting Controls

Trust

17.16 Additional controls that the independent accountant may wish to consider for engagements
not limited to the audit of financial statements (for example, directors' exams and engagements
under SAS No. 70) include the following:

• Authorization and review procedures are in place to ensure that assets accepted into
a trust conform with provisions of the trust and applicable laws and regulations.
• The physical and administrative security (physical control) of assets for which the trust
department has responsibility is segregated from transaction authorization and
recordkeeping.
• Trust assets are segregated from the institution's assets and are periodically inspected
by people outside the trust department or trust company.

• Trust assets are registered in the name of the institution as fiduciary or in the name of
the nominee.

• Proper approval is obtained from cofiduciaries (or investment power holders in self
directed trusts) for investment changes, disbursements, and so forth.
• Approval of the individual purchase and sale of all trust investments is performed by the
trust or investment committee or its designees. It is important that for assets where
the trustee has discretionary (investment powers) authority, investment restrictions
imposed by the client are being adhered to. The independent accountant should also
obtain an understanding of computer models that may be used to assist in making
investment decisions and determine whether the investment objectives of the funds are
being met.

• Procedures exist to ensure proper classification of trust assets, both by trust title and
by nature of asset, daily posting of journals containing detailed descriptions of principal
and income transactions, and establishment of control accounts for various asset
classifications, including principal and income cash.
• Procedures exist to safeguard unissued supplies of stocks and bonds by dual control.
• Periodic mailings are made of account statements of activity to an external party
designated by the client.
Substantive Tests

17.17 Testing of Trust Department Revenues and Expenses. Although a substantial amount of
activity may be conducted and reported on within the trust department, items typically reflected
in the institution's financial statements are income from trust or agency services and trust
operation expenses. Those areas may be tested independently or may be integrated, as
appropriate, with other tests of trust operations.
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17.18 Contingent Liabilities. The independent accountant should design audit procedures to
determine whether any contingent liabilities should be recognized or disclosed in the institution's
financial statements. Acceptance of certain assets, such as real estate with environmental
contamination that subjects the trustee to environmental liabilities and ineligible investments in
employee benefit trusts subject to ERISA, may result in substantial liabilities for both the trust and
trustee. Further, the independent accountant should determine the extent to which an institution
has engaged in off-balance-sheet activities that create commitments or contingencies, including
innovative transactions involving securities and loans (such as transfers with recourse or put
options), that could affect the financial statements, including disclosures in the notes. Inquiries
of management relating to such activities should be formalized in the representation letter normally
obtained at year-end.
The independent accountant should also review the institution's
documentation to determine whether particular transactions are sales or financing arrangements.
Substantive Tests Related to the Trust

17.19 Additional substantive tests that the independent accountant may wish to consider for
engagements not limited to the audit of financial statements (for example, directors' exams and
engagements under SAS No. 70) follow.

17.20 Examination of a trust department's activity includes tests of systems and procedures that
are common to the management of all or most individual trusts or agency accounts and tests of
the activity in selected representative individual trust accounts in each area of trust department
service (for example, personal, corporate, and employee benefit).
17.21 Testing of Trust Activities' Common Procedures. The procedures followed for the
numerous types of trusts and agency activities involve many common or similar functions. Tests
of the department's conduct of those activities may be done on the department as a whole rather
than on individual trusts. Functions that may be tested by the department include the following:

• Opening of new accounts
• Receipt and processing of the initial assets that constitute an account

• Processing of purchases, sales, and exchanges of principal assets

• Receipt and payment of cash or other assets
• Collateralization of trust assets held in deposit accounts at the institution, affiliate, or
outside custodian, where required
• Execution of specified trust or agency activities

• Determination of fees and charging of fees to accounts
• Processing of trust assets in and out of the trust vault
• Closing of accounts

17.22 Testing of Account Activity. The independent accountant should perform sufficiently
detailed tests to obtain reasonable assurance that transactions and activities within the various
types of trust accounts are being conducted properly. The tests should cover asset validation,
asset valuation, and account administration. For asset validation, a sample of accounts should be
selected, trial balances of assets should be obtained, and the physical existence of assets for
which the trust- is responsible should be determined on a test basis. For account administration,
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a sample of trust accounts should be selected fortesting of individual transactions. If appropriate,
certain of those transactions may be incorporated in testing of common procedures in the trust
department. The independent accountant may coordinate the selection of accounts for testing
asset validation and account administration. The independent accountant should consider
performing the following procedures for the selected accounts:

a. Read the governing instrument and note the significant provisions.

b. Review activity during the period being audited for compliance with the governing trust
instrument and applicable laws and regulations.
c. Review the assets held for compliance with the provisions of the governing trust
instrument.

d. Examine brokers' advices or other documentary evidence supporting the purchase and
sale of investments.
e. For real estate accepted or acquired, determine that appropriate measures are taken to
identify potential environmental liability and to properly document the evaluation.

f.

Ascertain that real estate-holdings are insured and are inspected on a periodic basis and
that appraisals are performed or otherwise obtained every three years.

g. Obtain reasonable assurance that income from trust assets has been received and
credited to the account.

h. Obtain reasonable assurance that required payments have been made.
i.

Test computation and collection of fees.

j.

Determine whether the account has been reviewed by the investment committee as
required by the supervisory authorities or by local regulations.

k. Test the amounts of uninvested cash to determine whether amounts maintained and
time held are not unreasonable.
l.

Review any overdrafts and obtain reasonable assurance that they have a valid business
purpose and are covered by appropriate borrowings to avoid violations of laws and
regulations.

m. Independently test market values used in valuing investments.
n. Review the"soft dollar" charges allocated to funds for appropriateness.
o. Determine whether required tax returns have been filed.
p. Review the adequacy of trust reporting of co-trustees and beneficiaries.
q. Confirm individual trust [account assets, liabilities, and activity with co-trustees and
beneficiaries.
[
Audits of Unit Investment Trusts

17.23 The AICPA Audit and Accounting Guide Audits of Investments Companies provides
guidance on the auditing of financial statements of investment companies and unit investment
trusts.
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Chapter 19-Illustrative Consolidated Financial Statements

•

The disclosures in the illustrative "Debt and Equity Securities" footnote do not contain
all the information that must be disclosed in accordance with FASB Statement No. 115.
Accounting for Certain Investments in Debt and Equity Securities (Statement 115). The
missing information includes: proceeds from sales of available-for-sale securities; gross
gains and gross losses included in earnings from transfers of available-for-sale
securities into the trading category; and, the change in net unrealized holding gain or
loss on trading securities that has been included in earnings during the period.
In addition, we question whether it is appropriate for the Guide to provide disclosure of
gross realized gains and losses on available-for-sale and held-to-maturity securities by
security type considering that this is not a requirement of Statement 115.

1455 Pennsylvania Avenue. NW
Washington. DC 20004-1081
(202) 737-6600

DD-1-803

December 20,1994
Mr. James F. Green
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW

Suite 400
Washington, DC 20004-1081
Dear Jim:

I am enclosing a copy of the Bank and Savings Institutions Taxation Committee's revisions to Chapter 14,
Income Taxes, from the exposure draft of the proposed audit and accounting guide on banks and savings

institutions. Also enclosed is a copy of the comparison document generated by CompareRite with
explanations for our committee's recommended changes. Further, I am enclosing a copy of the original text
which Anne-Mary Judge prepared.

All of the documents are located on the LAN under (m:\share\alldc). The file names are as follows:
Recommended Chapter 14
Comparison Chapter 14 ..
Original Chapter 14..........

chl4chng.doc
.. chl4.cmp
chl4orig.doc

If you have any questions or wish to discuss this letter, please do not hesitate to contact me at (810) 473-

3243, or Anita Hom extension 4231.

Sincerely,

Ernest J. Antczak
Chair
Bank and Savings Institutions Taxation Committee

EJA/ALH/amfj
Enclosures (3)

cc w/encl:

Bank and Savings Institutions Taxation Committee

(nm:bank\accgiude\transmit.ltr)

Chapter 14
INCOME TAXES
1

INTRODUCTION .........................................................................................................................................

BANKS.................................................................................................................................................................1
Definition of a Bank for Tax Purposes........................................................................................................

1

Securities Gains and Losses...........................................................................................................................

1

Mark to Market.................................................................................................................................................. 1

2

Tax Bad Debt Deductions...........................................................................................................
Foreclosed Property, Other Real Estate Owned......................................................................................

2

Net Operating Losses (NOLs).....................................................................................................................

2

Interest Expense Relating to Tax-Exempt Income..................................................................................

2

Alternative Minimum Tax (AMT) ..............................................................................................................

2

SAVINGS INSTITUTIONS.......................................................................................................................... 3
Definition of a Savings Institution for Tax Purposes................................................................................. 3

Tax Bad Debt Deductions...............................................................................................................................5
Real Estate Acquired through Foreclosure.................................................................................................. 6
REGULATORY MATTERS......................................................................................................................

6

ACCOUNTING AND FINANCIAL REPORTING..............................................................................

7

Temporary Differences ................................................................................................................................

7

Changes in Income Tax Laws and Rates .................................................................................................

9

Lease Financing..............................................................................................................................................

9

Financial Statement Presentation and Disclosure...................................................................................

9

AUDITING......................................................................................................................................................

12

Internal Control Structure Over Financial Reporting and Possible Tests of Controls...............

Substantive Tests..

12
12

INTRODUCTION
14.1 Banks and savings institutions are generally subject to the same tax rules that apply to other
corporations, including those that are members of a consolidated group. The Internal Revenue Code
(IRC), however, contains many provisions which relate specifically to banks and\or savings
institutions. The purpose of this chapter is to briefly describe these special Federal tax rules; to
provide guidance on accounting for income taxes under FASB Statement No. 109, Accountingfor
Income Taxes; and to provide auditing guidance. Due to limitations in space, this chapter does not
address the any state tax issues which may affect banks and savings institutions.

BANKS
Definition of a Bank for Tax Purposes
14.2 IRC section 581 defines a bank for tax purposes. This definition is important because the IRC
provides special rules governing bank taxation. Any entity that meets the definition of a bank for tax
purposes must consider the effect of several relevant provisions that are specifically applicable to

banks.
Securities Gains and Losses
14.3 IRC section 582 provides banks special treatment for certain asset dispositions. Gains and
losses on bonds, debentures, notes, certificates, and other evidences of indebtedness held by banks
are treated as ordinary gains and losses, rather than capital. It is important to note that equity

securities and other investments are not afforded section 582 ordinary treatment. Section 582 is not
applicable to nonbank subsidiaries, including, for example, passive investment companies established
for state planning purposes.

Mark to Market
14.4 IRC section 475 requires any company which is a "dealer" in "securities" must mark its
securities to market. A dealer is defined as any taxpayer who regularly purchases securities from, or
sells securities to, customers in the ordinary course of business. The definition of securities is very

broad and much more expansive than the definition of securities contained in SFAS No. 115. For
purposes of section 475 nonsecuritized loans are in some circumstances considered "securities". The
tax law does allow a company to exempt any security held for investment if it is identified as such at
the date of acquisition (as much as a 30-day window is allowed for identification of certain loans).
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Tax Bad Debt Deductions
14.5

IRC section 585 provides that a bank with $500 million or less in assets is allowed a tax bad

debt deduction for reasonable additions to the bad debt reserve. The $500 million asset test is based
upon the average adjusted tax basis of all assets. If the institution is a member of a controlled group,

all assets ofthe group are taken into account. The annual addition to the reserve cannot exceed the
greater of the amount computed using actual experience percentages or the base year "fill-up"

method.

14.6 A bank with assets exceeding $500 million is allowed to claim a tax bad debt deduction only
under the general rule of section 166, which permits taxpayers to deduct any debt that becomes
worthless, in whole or in part, during the taxable year (that is, the specific charge-off method).
Foreclosed Property, Other Real Estate Owned

14.7 Once a property has been foreclosed and the appropriate gain or loss on foreclosure has been
recognized, a bank is allowed no further valuation deduction or impairment write-down. Any post
foreclosure reduction in value is suspended until the property is ultimately disposed. Special rules
under IRC section 595 apply to qualified savings institutions.
Net Operating Losses (NOLs)

14.8 For taxable years beginning in 1994, net operating losses of banks and savings institutions are
carried-back 3 years then forward 15 years under the provisions of IRC section 172. For taxable
years prior to 1994, banks and savings institutions had various special provisions in the IRC which
determined the appropriate carryback and carryforward periods.
Interest Expense Relating to Tax-Exempt Income

14.9 IRC section 291 provides that 20% of the allocable interest expense attributable to tax-exempt
obligations acquired by a financial institution after 1982 and before August 8, 1986, is not deductible.

For tax-exempt obligations acquired after August 7, 1986, IRC section 265 requires that all of the
interest expense attributable to the obligation be non-deductible. Their is an exception to this rule
for certain "Qualified Small Issuer" obligations. These obligations are subject to the section 291 rules
noted above.
Alternative Minimum Tax (AMT)

14.10 Beginning in 1987, all corporations must compute their Federal tax liability under both the
regular tax and alternative minimum tax (AMT) systems and pay the higher amount. The AMT
system is a separate but parallel tax system in which regular taxable income is increased or decreased
by certain AMT adjustments and preference items to arrive at AMT income. A rate of tax lower than
the regular tax rate is applied to AMT income. The AMT adjustments and preference items most
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common for banks indude: tax-exempt interest income on private activity bonds issued after August
7, 1986 (reduced by any related interest expense disallowance), accelerated depreciation and cost
recovery, and bad debt reserve additions for certain savings institutions (IRC section 593).
Furthermore, only 90 percent of AMT income may be offset by an NOL. Any excess of tax
computed under the AMT system over the regular system is eligible to reduce future regular tax
(minimum tax credit).
SAVINGS INSTITUTIONS

14.11 In addition to the special tax provisions applicable to banks, the IRC also provides some
special provisions that apply only to savings institutions. These special provisions mainly relate to
the calculation of the bad debt deduction and transactions in foreclosed real estate and the
deductibility of interest on deposit. In order for these provisions to apply, however, an institution
must meet the definition of a savings institution under the IRC.
Definition of a Savings Institution for Tax Purposes

14.12 For purposes of this discussion a savings institution includes a "mutual savings bank: (section
591), a "domestic building and loan association" (section 7701(a)(19), and a cooperative bank
(section 7701(a)(32)).
14.13 The term mutual savings bank is not defined in the tax law, other than to note that the term
mutual savings bank includes any bank with capital stock represented by shares and which is subject
to, and operates under, federal or state laws relating to mutual savings banks. (See section 591(b)).
Mutual savings banks must meet only the 60 percent asset test as described below for domestic
building and loan associations to be able to maintain bad debt reserves under section 593.
Historically, these institutions were easily identified in that they generally were state chartered and
insured by the FDIC. Regulatory changes since 1982, however, have blurred this distinction.
Accordingly, if there is concern that the institution does not meet the definition of a mutual savings
bank, the institution should consider qualifying as a domestic building and loan association.

14.14 IRC section 7701(a)(19) provides the definition of a domestic building and loan association.
If a domestic building and loan foils to meet this definition, it generally, by default, is treated as a bank
for tax purposes under IRC section 581. The IRC provides for a three-part test, which is applied at
the institution level, not at the consolidated group level.

a.

Supervisory Test. A domestic building and loan must be either a domestic buildingand-loan association, a domestic savings-and-loan association, or a federal savings
and-loan association that is insured by the FDIC, or is subject by law to supervision
and examination by state or federal authorities.

b.

Business Operations Test. The principal business of a domestic building and loan
must be to acquire the savings deposits of the public and to invest in loans. Either an
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institution must acquire the savings deposits of the public in conformity with OTS
regulations or state supervisory authority, or the general public must hold more than
75
ofthe dollar amount ofthe institution's total deposits, withdrawable shares,
and other obligations during the taxable year. An institution is considered to be in the
business ofinvesting in loans if the total of certain specified income items exceeds 75

percent of its gross income.
c.

Asset Test. A domestic building and loan must maintain at least 60 percent of its tax
basis assets in qualifying assets. Qualifying assets include cash, taxable government
debt obligations, loans secured by residential real estate, and residential real estate
acquired through foreclosure. Qualifying loans used for purposes of the asset test,

however, are not the same as qualifying loans for purposes of computing bad debt
deductions. The 60 percent test is based is on year-end assets; however, at the

election of the institution, average assets can be used.
14.15 The definition of a cooperative bank under section 7701(a)(32) closely follows the definition
of a domestic building and loan association and will not be discussed.
14.16 Savings institutions that do not meet the appropriate definitional tests cannot take advantage
of the special savings institution tax provisions. Institutions may fail to meet these definitions for a
variety of reasons other than simply not holding enough ofthe right types of assets. They may change
their charter, or be acquired and merged into a bank.

14.17 Furthermore, in the year the institution fails to meet the definitional test, it may be required
to recapture all or a portion of the tax bad debt reserves they have accumulated.
14.18 A savings institution also may be required to recapture a portion of its bad debt reserves if it
makes distributions to shareholders that exceed earnings and profits accumulated after 1951.
Additionally, if a savings institution makes a distribution in redemption of stock or in partial or

complete liquidation, notwithstanding the existence of earnings and profits, a portion of the reserve
may have to be recaptured. Exceptions to this rule exists for certain tax-free reorganizations and
certain distributions to the FDIC in redemption of an interest, if such interest was originally received
in exchange for assistance provided under a provision of law referred to in section 597(c).

14.19 For financial statement purposes, if an institution fails to qualify as a savings institution, the
special provisions of APB Opinion No. 23 will no longer apply. In general, the base-year reserve (for
most institutions the reserve at 12/31/87) for which deferred tax liabilities have not been previously
recorded, will be required to be recorded in the first year the entity fails to qualify. Deferred income
taxes also may have to be provided if a savings institution's qualifying real property loans decline
below the base year level.
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Tax Bad Debt Deductions

14.20 IRC section 593 governs the bad debt reserve deduction for savings institutions, provides that
a bad debt deduction is comprised of two separate bad debt reserve additions one for the deduction
for the addition to the non-qualifying reserve and another for the deduction for the addition to the
qualifying reserve. Qualifying loans include any loan secured by an interest in improved real property.
Qualifying loans also include certain real estate acquired through foreclosure. Importantly, the
definition of qualifying real property loans for bad debt purposes is not limited to residential real
estate, as it is for purposes ofthe 60% asset test The term non-qualifying loan means any loan which
is not a qualifying real property loan. The addition to the non-qualifying reserve is computed using
the bank experience method under IRC section 585. The addition to the qualifying reserve is an
amount not to exceed the larger of the amount computed using the bank experience method, or an
amount equal to 8 percent of taxable income (net ofthe amount to the non-qualifying reserve). If the
percentage of taxable income method is used, it represents the maximum deduction allowable for both
qualifying and non-qualifying reserves.

14.21 The percentage oftaxable income bad debt deduction is computed as 8 percent of taxable
income. Taxable income must be adjusted for:

•

Bad debt reserve recapture from dividends paid in excess of earnings and profits or
from redemptions of stock

•

Deductions for additions to the bad debt reserves

•

Dividends subject to the dividends-received deduction, reduced by 8 percent of the
dividends-received deduction

•

Savings institutions that are included in tax returns of consolidated groups may also
be required to adjust their taxable income with respect to losses of other members of
the consolidated group, if those other members engage in activities that are
"functionally related" to the thrift activities.

14.22 The percentage-of-taxable-income bad debt deduction is subject to two limitations, one based
on total loans and another based on capital surplus. Under the loan limit, the ending reserve for losses
on qualifying loans, after the current year's provision is added, is limited to an amount equal to 6
percent of the qualifying real property loans. The other test limits the overall addition to the reserve
to the excess of 12 percent of the savings institution's withdrawable deposit accounts at the dose of
the year over the sum of its surplus, undivided profits, and tax-basis reserves at the beginning of the

year.

5

Real Estate Acquired Through Foreclosure

14.23 Savings institutions are provided with a special provision for accounting for foreclosed
property. Under IRC section 595, a savings institution does not recognize gain, loss, or a charge-off
as a result offoreclosure of real property. Instead, the foreclosed property is considered to retain the
characteristics ofthe debt for which it was security. Accordingly, a post-foreclosure reduction in
value is allowed to be treated in a manner similar to partially worthless debt and a bad debt deduction
will be allowed. Also, any gain or loss from the sale of foreclosed property is generally required to
be treated as a recovery or charge-off on the underlying loan, and therefore, is reflected as part of the
bad debt deduction. This method of accounting for foreclosed property is substantially different than
the method used by banks to account for foreclosed property.

REGULATORY MATTERS
14.24 The Federal Financial Institutions Examination Council (FFIEC) has directed that FASB
Statement No. 109 be adopted for purposes ofFFIEC Consolidated Reports of Condition and Income
(Call Reports) and Thrift Financial Reports (TFRs). Accordingly, the rules must be applied
independently to affiliated entities filing separate call reports. In conjunction with this reporting
change, the FFIEC recommended that the agencies amend their capital rules to limit the amount of
deferred tax assets that may be included in regulatory capital. The FFIEC has also proposed to the
federal bank regulatory agencies that deferred tax assets be included in regulatory capital without limit
if they can be realized from taxes paid in carryback years and from fixture reversals of existing
temporary differences. However, deferred tax assets that are dependent on fixture taxable income,
or tax planning strategies, would be limited in regulatory capital to the lesser of the amount expected
to be realized within one year (exclusive of tax carryforwards and reversals of existing temporary
differences) or 10 percent of Tier I capital (before deduction of any disallowed purchased mortgage
servicing rights, purchased credit card intangible asset base, or net deferred tax assets).
14.25 A transition provision of the OTS grandfathers net deferred tax assets reportable as of
December 31, 1992 under APB Opinion No. 11 or SFAS No. 96. This may result in reporting net
deferred tax assets in excess ofthe amount otherwise includable in regulatory capital. However, such
net deferred tax assets are subject to the previous accounting and supervisory policies, including
periodic evaluation regarding their realization.
14.26 For institutions owned by holding companies, the regulators require tax-sharing payments
between each institution and its holding company to equal the amount that would be currently payable
to, or refundable from, a taxing authorities as if such institution was filing its tax returns on a
separate-entity basis. Moreover, the timing and frequency of tax payments should correspond to
when the tax payments are remitted by its holding company for quarterly tax installments, extensions,
and final tax return payments. Deferred taxes of the institution may not be paid or transferred to, or
forgiven by, its holding company.
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ACCOUNTING AND FINANCIAL REPORTING
14.27 SFAS No. 109, Accountingfor Income Taxes, requires an asset-and-liability approach for
financial accounting and reporting of income taxes and, therefore, has a balance sheet orientation.
The objectives of accounting for income taxes are to recognize the amount of income taxes payable
or refundable for the current year and the amount of deferred tax liabilities and assets relating to
future tax consequences of events that have been recognized in an entity's financial statements or
income tax returns.
14.28 A current income tax liability or asset should be recognized for the amount of estimated taxes
payable or refundable on tax returns for the current year.

14.29 A deferred tax liability or asset should be recognized for the estimated fixture tax effects
attributable to temporary differences and tax carryover attributes (i.e., net operating loss and tax
credit carryovers). The determination of the amount of deferred income tax liabilities and assets is
based on enacted income tax laws and rates; the effects of future changes in income tax laws or rates
are not anticipated. A deferred tax liability is recognized for all taxable temporary differences (i.e.,
book and tax bases differences that will result in fixture taxable amounts). A deferred tax asset is
recognized for all deductible temporary differences (i.e., book and tax bases differences of assets and
liabilities that will result in fixture deductible amounts) and for tax net operating loss and credit
carryovers. The likelihood of realizing the tax benefits related to the deferred tax asset should be
evaluated, and a valuation allowance should be recognized to reduce the deferred tax asset only if it
is "more likely than not" (that is, a likelihood of more than 50 percent) that the deferred tax asset will
not be realized. The relative impact and weight of all negative and positive evidence should be
considered when assessing the need for a valuation allowance. The valuation allowance should be
sufficient to reduce deferred tax assets to the amount that is more likely than not be realized. A
change in the amount of the valuation allowance generally should be recognized in income in the
period of the change, except for the portion allocated to discontinued operations, extraordinary items,
or shareholder's equity as discussed in paragraph 14.37.
Temporary Differences

14.30 Temporary differences represent differences between the tax bases of assets and liabilities and
their reported amounts in the financial statements. Temporary differences result in taxable or
deductible amounts in fixture years when the assets or liabilities are recovered or settled, respectively.
Examples of common temporary differences for depository institutions are as follows:
•

Bad debt reserves for depository institutions that deduct bad debt reserves under IRC

sections 585 and 593. For larger depository institutions that are covered under IRC
section 166, there is no bad debt reserve for tax purposes and, therefore, the entire
allowance for credit losses in the financial statements is a temporary difference.
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Unrealized gains or losses on securities under SFAS No. 115 may differ from

amounts recognized under IRC section 475.
Other real estate-owned and other assets may reflect post-acquisition impairment

write-downs in the financial statements; those write-downs are generally not
recognized for tax purposes until the asset is sold or disposed of for a bank. (For a
savings institutions, these assets will generally be treated as a loan until sold.)
Accrued deferred compensation is not deductible for tax purposes until paid.
Accrued loss contingencies are generally not deductible for tax purposes until paid.

Depreciation ofproperty, plant, and equipment and amortization of intangible assets

may be different for financial statement and tax purposes.
Accrual ofretirement liabilities is often made in the financial statements in different

periods than those in which the expense is recognized for the tax purposes.
Basis differences in assets and liabilities caused by the following:

Gains and losses on sales of loans, property, plant, equipment or OREO recognized
in financial reporting periods different than from tax periods.
Amortization of imputed interest income from transactions involving loans recognized
in different periods for financial reporting and tax purposes.

Accretion of discount on securities recorded currently for financial reporting
purposes; but subject to tax at maturity or sale, or accreted differently for tax
purposes.

Carryover tax basis of assets and liabilities in a transaction which is accounted for
under the purchase method of accounting in accordance with APB Opinion No. 16,
Business Combinations.

Commitment fees included in taxable income when collected, but deferred to a period
when earned for financial reporting purposes.
Loan fee income recognized on a cash basis for tax purposes, while recognized as a
yield adjustment for financial reporting purposes.
FHLB stock dividends recognized as current financial reporting income, but deferred
for tax purposes.
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•

The timing of the recognition of income or loss for hedges and swaps that differ for
financial reporting and tax purposes.

Changes in Income Tax Laws and Rates

14.31 Deferred tax assets and liabilities are adjusted in the period in which tax law or rate changes
are enacted. The effect of any changes would be included in income from continuing operations as
part of deferred tax expense or benefit.
Lease Financing

14.32 SFAS No. 109 does not amend the accounting for leveraged leases prescribed by SFAS No.
13, Accountingfor Leases, and FASB Interpretation No 21, Accountingfor Leases in a Business
Combination.

14.33 Under SFAS No. 13, all important assumptions affecting estimated total net income from a
leveraged lease should be reviewed at least annually. In periods where the tax rate changes, the
estimated total net income from the lease, the rate of return and the allocation of income to positive
investment years should be recalculated from the inception of the lease using the revised tax rate.
Any change in the net investment of the lease should be recognized as a gain or loss in the period in
which the tax rate changes.
14.34 SFAS No. 13 also requires ITC retained by lessors on leveraged-lease transactions to be
deferred and amortized over the lease term. Some depository institution lessors have classified
deferred ITC as part of the net investment in lease financing and reported the amortization of ITC on
both leveraged and financing leases as operating income rather than as a component of the income
tax provision because they view the ITC amortization as an integral part of their return on the lease
financing. Other lessors have reported the amortization of such ITCs as a component of the income
tax provision. The lessor should disclose which method is followed in the financial statements or
footnote it if it is material. The auditor should be aware that the Tax Reform Act of 1986 repealed
ITC for property placed in service after December 31, 1985. Further, the allowable post-1986 ITC
for transition property and/or ITC carryforwards has been reduced by 35 percent for tax years
beginning after June 30,1987. The reduction of ITC is phased-in for tax years beginning before and
ending after July 1, 1987.
Financial Statement Presentation and Disclosure

14.35 Separate balance sheet presentation of current income taxes receivable or income taxes
payable and deferred income taxes for each tax jurisdiction (federal, state, and foreign tax
jurisdictions) should be made (for e.g., a federal deferred tax asset should not be netted against a state
deferred tax liability). The following components of the net deferred tax liability or asset recognized
in the depository institution's balance sheet should be disclosed:
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•

The gross amount of all deferred tax liabilities.

•

The gross amount of all deferred tax assets.

•

The amount of any valuation allowance reducing the amount of deferred tax asset and
any change in the valuation allowance during the period.

14.36 Banks and savings institutions that are public enterprises, as defined in SFAS No. 109, should
disclose the approximate tax effect of each significant type of cumulative temporary difference and
tax carryover. Non-public enterprises, as defined, should disclose the types of significant cumulative
temporary differences and tax carryovers, but may omit disclosure of the tax effects for these items.

14.37 Whenever a deferred tax liability is not recognized because of certain exceptions under APB
Opinion No. 23, Accountingfor Income Taxes-Special Areas, (as amended by SFAS No. 109), the
following information should be disclosed—
•

Description and the cumulative amount of each significant type of temporary
difference for which a deferred tax liability has not been recognized, and the types of
events that would cause those temporary differences to become taxable.

•

Amount of unrecognized deferred tax liability for temporary differences related to
investments in foreign subsidiaries and foreign joint ventures that are essentially
permanent in duration, if determination of that liability is practicable, or a statement
such determination is not practicable.

•

The amount of the deferred tax liability for other temporary differences that is not
recognized in accordance with the provisions of paragraphs 31 and 32 of SFAS No.
109.

14.38 Examples of temporary differences of depository institutions for which a deferred tax liability
is not recognized when the "indefinite reversal criteria" of APB Opinion 23 are met follow:

•

Bad debt reserves for tax purposes of U.S. savings institutions (and other "qualified"
thrift lenders) that arose in tax years beginning before January 1, 1988 (that is, the
base-year amount).

•

Excess book basis over the tax basis of an investment in a foreign subsidiary or foreign
corporate joint venture that is essentially permanent in duration.

•

Undistributed earnings of a domestic subsidiary or corporate joint venture that are
permanent in duration and arose in fiscal years beginning on or before December 15,
1992.
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14.39 The significant components of income tax expense for continuing operations for each period
presented should be disclosed and include the following:
•

Current income tax expense or benefit.

•

Deferred income tax expense or benefit (exdudes other components that are disclosed
separately).

•

Investment tax credits and government grants.

•

The benefit of operating loss carryovers.

•

Adjustments of a deferred tax liability or asset resulting from enacted changes in tax
laws and rates or a change in the tax status of the depository institution.

•

Adjustments to beginning balance of valuation allowance resulting from a change in
circumstances, which have changed the assessment of the realizability of the deferred
tax asset in future years.

•

Tax expense that results from allocating certain tax benefits either directly to (a)
contributed capital or (b) goodwill or other non-current intangible assets of an
acquired entity.

14.40 The amount of income tax expense or benefit amount allocated to (a) continuing operations,
(b) discontinued operations, (c) extraordinary items, and (d) shareholders* equity should be disclosed.
For example, the amount of income tax expense or benefit attributable to certain items whose tax
effects are charged or credited directly to related components of shareholder's equity, such as
translation adjustments under SFAS No. 52 or changes in the unrealized holding gains and losses on
available-for-sale securities under SFAS No. 115, should be separately allocated and disclosed.

14.41 A reconciliation using percentages or dollar amounts of the current year's tax expense to the
amount of tax expense computed by applying the federal statutory tax rate to pre-tax accounting
income ofthe current year should be disclosed. The estimated amount and nature of each significant
reconciling item should also be disclosed. Furthermore, the amount of income tax expense related
to investment security gains and losses should be stated separately, either in a footnote or stated
parenthetically.
14.42 The amounts and expiration dates of tax net operating loss and credit carryovers should be
disclosed. Further, disclosure is required for the amount of any valuation allowance that would be
allocated directly to (a) reduce goodwill or other non-current intangible assets of an acquired entity
or (b) contributed capital for tax benefits that are recognized subsequently.
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14.43 An institution that joins in the filing of a consolidated tax return with its parent and affiliates
must disclose in its separately-issued financial statements the method for allocating and settling the
consolidated income taxes among the members of the group, which should be in accordance with the
principles of SFAS No. 109.

AUDITING
14.44 The objectives of auditing income taxes are to obtain reasonable assurance that:

a.

The provision for income taxes and the reported income tax liability or receivable are
properly measured, valued, classified and described in accordance with GAAP.

b.

Deferred income tax liabilities and assets accurately reflect the future tax
consequences of events that have been recognized in the institution’s financial
statements or tax returns (temporary differences and carryovers).

14.45 The independent accountant should be aware that the tax laws specific to banks and savings
institutions, as well as to general corporate taxation, can change from year to year.
Internal Control Structure Over Financial Reporting and Possible Tests of Controls

14.46 The independent accountant should obtain an understanding of relevant internal control
structure policies and procedures. It may be more efficient and effective to assess control risk at the
maximum for income taxes and take an entirely substantive approach. Chapter 3 discusses related
considerations.
Substantive Tests
14.47 Substantive audit procedures may include the following—
•

Obtain a schedule reconciling net income per books with taxable income for federal,
state, and foreign income taxes. Agree entries to general ledger and supporting
documents as appropriate. Consider the reasonableness of the current tax account
balances.

•

Update or review the schedule of cumulative temporary differences, reviewing for
propriety, and test the reasonableness of the income tax amounts.

•

Review and determine the need for and appropriateness of any valuation allowance
for deferred tax assets. The auditor should recognize that institutions often may have
a significant deferred tax asset resulting from the loan loss reserve. This asset should
be evaluated based upon the likelihood of realization, taking into account the timing
of the bad debt deduction, and the special net operating loss carryovers and carryback
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tax rules, if applicable. In addition, a significant deferred tax asset may have
regulatory capital implications which should be assessed (see paragraph 14.21 under
Regulatory Matters).

Consider the deductibility of transactions such as profit-sharing, bonus, contributions,
or stock option transactions.

Review classification and description of accounts to identify possible tax reporting
differences, such as reserves for anticipated losses or expenses.
Review the tax status and consolidated return requirements of subsidiaries.

Review the status of current year acquisitions of other companies and their pre
acquisition tax liabilities and exposures.
Review the utilization of carryovers.

Review the allocation, apportionment, and sourcing of income and expense applicable
to state tax jurisdictions with significant income or franchise taxes.
For separate financial statements of affiliates, review terms of all tax-sharing
agreements between affiliated entities to determine proper disclosure and accounting
treatment. The auditor should be cognizant of and consider whether the institution
is in compliance with the regulatory accounting rules for intercompany tax allocation
and settlement.

Review schedule of net operating loss and other tax credit carryforwards.
Review tax planning strategies and assumptions utilized in the calculation of deferred
income taxes under SFAS No. 109.
Test the roll-forward of tax balance sheet accounts. Consider vouching significant tax
payments and credits.

Review reconciliation of prior year tax accrual to the actual filed tax return.

Determine the propriety of adjustments made in this regard and consider the impact
on current year's tax accrual.

Examine prior year income tax returns, and ascertain the latest year for which returns
have been examined.
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Evaluate tax contingencies and consider the appropriate accounting treatment and
disclosure requirements for these items under SFAS No. 5. Review recent Revenue
Agent Reports, if any, and consider current treatment of items challenged by the
taxing authorities in prior years for impact on tax contingencies. The auditor should
also review Coordinated Issue Papers issued by the IRS for banks and savings
institutions to determine their impact on tax contingencies.
Ascertain whether changes in income tax laws and rates have been properly reflected
in the tax calculations and account balances.

Evaluate the adequacy of the financial statement disclosures.

14

EXPLANATION FOR CHANGES
(REFERENCED TO COMPARISON DOCUMENT)

1
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2
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4
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5
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6
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the paragraph.

7
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6

Complex provisions which have very limited application.
To be of value the discussion need significant expansion.
Committee concluded that reader was better served to
eliminate the discussion.

9

Discussion of these provisions was added to the chapter,
therefore discussion unnecessary.

10

Not a regulatory accounting issue,
deduction, addressed therein.

11
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Chapter 14
INCOME TAXES

INTRODUCTION
(14.-1 Banks and savings institutions are generally subject to the same tax rules that apply to other
corporations. However, the Internal Revenue Code (IRC) contains various provisionfl that specifically
relate to banks and savings institutions. Further, under certain provisions of the IRC, banks and
savings institutions are treated differently. The purpose ofthis chapter is to briefly describe the special
federal tax rules applicable to banks and saving) institutions (state taxes beingbeyond the scope of
this introduction); toprovide guidance on accounting for income taxes under Financial Accounting
Standards Board (FASB) Statement of Financial Accounting Standards No. 109, Accounting for
Income Taxes; and to provideauditing guidance.]

14.1 Banks and savings institutions are generally subject to the same tax rules that apply to other corporation, including
those that are members of a consolidated
group. The Internal Revenue Code (IRC), however, contains many provisions which relate specifically to
banks and\or savings institutions. The purpose of this chapter is to briefly describe these special Federal tax

rules, to provide Taxes, and to provide auditing guidance. Due
to limitations
in space, this chapter does not address the any state tax issues
which may affect banks and savings institutions.

BANKS]
{* 1 - 14.2 moved from here; text not shown - see Savings Institutions 14.14}
14.3 Savings institutions that do not meet all of these tests not only are precluded from taking
advantage of the special savings and loan tax provisions but must also recapture the accumulated tax
benefits that they previously received as a savings and loan.
This event may have a significant-impact on the financial statements in the year the institution fails
to qualify, since taxes must be restored on the bad debt reserves previously exempted in accordance

with Accounting PrinciplesBoard (APB) Opinion No. 23, Accounting for Income Taxes—Special
Areas. Additionally, the reserves on theinstitution's tax return are recaptured. A savings institution
that fails these tests is generally treated as a bank for taxpurposes.)

Definition of a Bankfor Tax Purposes
{14:4} [14.2] IRC {Section} [section] 581 defines a bank for tax purposes.

This definition is

important because the IRC provides special rules governing bank taxation. Any entity that meets the
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definition of a bank for tax purposes must consider the effect of several relevant provisions that are
specifically applicable to banks.
Securities Gains and Losses

(14.5 IRC Section 582 appIies to banks and savings institutions}

14.3 IRC section 582 provides
banksand
Gains
special
lossestreatment
on bonds,for
debentures,
certain asset
notes,dispositions
certificates, and other evidences of indebtedness held by banks (and savings institutions) are treated
as ordinary gains and losses, rather than (as capital gains and losses. Worthless securities, are treated
in the same manner as bad defa deductions,asdiscu sedbelow.[capital.Itismportan to note that
equityscrandohvetmsrafodectin582ryamet.Section 582
establishedforstaeplanig.
is not applicable to nonb
companies

Mark to Market

Tax] Bad Debt Deductions
{14.6} [14.5] IRC (Section][section] 585 provides that
institution, as defined, with less than]
[abank with] $500 million [orless] in assets {and that does not qualify as a domestic building and
loan association] is allowed a tax bad debt deduction for reasonable additions to the {allowance for
credit losses) [bad debt reserve]. The $500 million asset test is based upon the average adjusted tax

basis of all assets. If the institution is a member of a controlled group, allassets of the group are
taken into account. The annual addition to the reserve cannot exceed the [greater ofthe] amount
computed using actual experience percentages or the base year "fill-up” method.
{.14.7 An institution)[14.6 A bank) with assets exceeding $500 million {that does not qualify as
a domestic building and loan association] is allowed to claim a tax bad debt deduction only under the
general rule of {IRC Section) [section] 166, which permits taxpayers to deduct any debt that

becomes worthless, in whole or in part, during the taxable year (that is, the specific charge-off
method).

{* 2-14.8,14.9,14.10,14.11, and 14.13 moved from here; text not shown to 14.20,14.21,14.22
(page 7)}
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Tax Basis Reserves
14.14 The Internal Revenue Service (IRS) requires savings-institutions electing the percentage of
taxable income deduction to document tax basis reserves. Generally, institutions separately record

tax-basis reserves forthis purpose as part ofthe general ledger or in a subsidiary tax ledger. Tax basis
reserves generally include

a. Reserve for losses on nonqualifying loans
b. Reserve for losses on qualifying real property loans
c. Supplemental reserve for losses on loans

d.

Pre. 1952 surplus

e. Tax paid or exempt undivided profits (tax earnings and profits)
f.

Tax-adjustment account

14.5 Failure to follow the IRS bookkeeping requirements can result in a less of the percentage of
taxable income deduction.
14.16 As an alternative to the maintenance of a ledger record, the IRS allows-the submission of
copies of federal income tax returns that include reconciliation schedules of these tax basis reserves
to satisfy the bookkeeping requirements, as long as they are kept on a permanent basis.

Net Operating Losses (NOLs)
(14.17 IRC Section 172 contains special rules for the carryback and carryforward of)
[14.8 For taxable years beginning in 1994,] net operating losses ((NOLs) generated by banks and
savings institutions. For NOLs generated in years beginning before 1994 by banks and savings
institutions using the specific charge off method for bad debt deductions, the portion of-the NOL
related to the bad debt deduction maybe carried back 10 years and forward 5 years. The Tax Reform

Act of 1986- conformedtheNOL rules) of banks and savings institutions [in years beginning after
1993 with those applicable to other corporations.) [are carried-back 3 years then forward 15 years
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Interest Expense Relating to Tax-Exempt Income

Federal Financial Assistance
14.49 IRC Section 597 and regulations issued thereunder prescribe rules regarding transactions in
which federal financial assistance is provided. Federal financial assistance received by failed
institutions or acquiring-institutions after May 10, 1989, is taxable to those institutions. However,
IRC Section 7507 exempts insolvent institutions from federal taxes under certain circumstances.
Congress decided that an-insolvent-institution's assets should be usedto pay depositors' claims ahead
of other creditors, including the government. )

Alternative Minimum Tax (AMT)

{14.20} [14.10] Beginning in 1987, all corporations must compute their (federal) [Federal] tax
liability under both the regular tax and alternative minimum tax (AMT) systems and pay the higher
amount. The AMT system is a separate but parallel tax system in which regular taxable income is
increased or decreased by certain AMT adjustments and preference items to arrive at AMT income.
A rate of tax lower than the regular tax rate is applied to AMT income. The AMT adjustments and
preference items most common for (depository institutions) [banks] include: tax-exempt interest
income on {most} private activity bonds issued after August 7,1986 (reduced by any related interest
expense disallowance (for regulartax purposes}), accelerated depreciation and cost recovery, and
bad debt reserve additions for certain savings institutions {(that is, those covered under IRC Section
593). Also, beginning in 1990,AMT income is modified by the adjusted current earnings(ACE)
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adjustment, which is calculated based on earnings and profits principles [(IRC section
593). Furthermore, only 90 percent of AMT income may be offset by an NOL(:) [] Any excess of
tax computed under the AMT system over the regular system is eligible to reduce future regular tax
(minimum tax credit).

[** 1- moved from 14.2 (page 1) to 14.14]
(14.2 IRC Section 7701(a)(19) provides the definition of a loan for tax purposes. If a savings
institution fails to qualify, it generally; becomes a bank by default for tax purposes. A savings

institutionmust meet certain qualifications to betreoted-as-a domestic building and loan association,
as defined, for tax purposes. The IRC provides for a three part test. The tests are applied at the
institution level; not at the consolidated level.)
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(a. Supervisory-test. A savings institution-must be either a domestic building and loan association,
a domestic savings and loan association, or afederal savingsand Ioan association that is insured by
theSavings Association Insurance Fund (SAIF) or Bank Insurance Fund (BIF) or is subject by law
to supervision and exemination by state or federal authorities.}

b.

Business (operations test) Oplerations Test].The principal business of {an

must be to acquire the savings deposits of
the public and to invest in loans. Either an institution must acquire the sayings
deposits ofthe public in conformity with {Office of Thrift-Supervision (OTS)) [OTS]
regulations or state supervisory authority, or the general public must hold more than
75 percent of the dollar amount of the institution's total deposits, withdrawable shares,
and other obligations during the taxable year. An institution is considered to be in the
business of investing in loans if the total of certain specified income items exceeds 75
percent of its gross income.
institution)

{c: Asset test. A savings institution must maintain at least 60 percent of its total assets (on a tax basis)
in specified qualifying assets (as defined in the IRC). The determination is usually based upon yearend assets; however, at the election of the institution, average assets-can be used.
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[** 2 moved from 14.8-14.13 (page 2) to 14.20-14.22]
(14.8 IRC Section 593 provides rules for determining the bad debt deductions for domestic building
and loan associations, savings banks, and cooperative banks. The tax deduction for a savings
institution generally consists of separate deductions for nonqualifying and qualifying loans. The
deduction for nonqualifying loans is computed using the bank experience method, as defined. The

deduction for qualifying loans is the larger of the amount computed using the bank experience method
or the amount computed using the percentage of taxable income method, as defined.}

(14.9 Ifthe percentage method is used, it represents the maximum deduction for both qualifying and
nonqualifyingloans, as defined. Qualifying loans indude any loans secured by an interest in improved
real property, or real property that will be improved by using proceeds of the Ioan Qualifying loans
also include real estate acquired through foreclosure. A qualifying loan for taxpurposes does not have
to be secured by residential real estate. Nonqualifying loans include consumer loans secured by
tangible property or cash collateral, unsecured loans, or other loans that do not qualify. In addition,
loans (plus accrued interest, if on accrual basis taxpayer), whether qualifying or nonqualifying, should
be reduced by any unearned discount or amounts not actually disbursed, such as loans in-process.
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14.10 Under the percentage of taxable income method, taxable income is adjusted by excluding
certain amounts specified in the IRC, which include—}

•

(Reserve)

recapture
[Bad debt{incom
reserve]
e} from dividends paid in excess of
earnings and profits or from redemptions of stock

{-Deductions for additions to reserve

♦ Capital gains adjustments if a capital gain rate differential exists}

•

Dividends subject to the dividends-received deduction[] reduced by 8 percent of the
dividends-received deduction

{14.11 Savings-institutions that file a consolidated tax return must adjust taxable income for
functionally related losses, as defined, of other members of the consolidated group.

4442-The percentage of taxable income deduction-is-subject-to twolimitations,a 6 percent test and
a 12 percent test. Underthe 6 percent, test the ending reserve for losses on qualifying loans; after the
current year's provision is added, is limited to an amount equal to 6 percent of the qualifying real
property loans, as defined.
14.13 The 12 percent test limits the overall addition to the reserve to the excess of 12 percent of the
savings institution's withdrawable accounts at the close of the year over the sum of its surplus,
undivided profits, and tax basis reserves at the beginning of the year.
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REGULATORY MATTERS
The Federal Financial Institutions Examination Council (FFIEC) has directed
that FASB Statement No. 109 be adopted for purposes of FFIEC Consolidated Reports of Condition
and Income [(CalI Reports)] and [OTS] Thrift Financial Reports [ (collectively, call
reports)J{{TFRsX>Ac&G£$n^:i^
separatecall reports]. In conjunction with this reporting change, the FFIEC recommended that the
agencies amend their capital rules to limit the amount of deferred tax assets that may be included in
regulatory capital. The FFIEC has also proposed to the federal bank regulatory agencies that
deferred tax assets be included in regulatory capital without limit if they can be realized from taxes
paid in {prior) carryback years and from fixture reversals of existingtemp
orary differences. However,
deferred tax assets that are dependent on fixture taxable mcoxn^g^tis^win^^^Bfr^^ would
be limited in regulatory capital to the lesser of the amount expected to be realized within one year
(exclusive of tax carryforwards and reversals of existing temporary differences) or 10 percent of Tier
I capital (before deduction of any disallowed purchased mortga
geserv
icing rights [[PMSRs]).
purchased credit card (relationships [PCCRs], or
deferred tax
(debits)} [assets].
(44.21) [14.24]

{14.22 The Omnibus Budget Reconciliation Act of 1993 included a provision requiring securities

dealers to compute their taxable income by marking their inventory of securities to market at the end
of each taxable year. The definition of securities dealer could be interpreted to encompass many banks

and savings institutions that buy and sell securities. Subject institutions must generally identify
securities exempt from themark-to-market provision at acquisition.}
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(14.23 The identification of securities for tax purposes under this provision is not equivalent to the
nature and purpose of managements classification of investments in certain debt and equity securities
under generally acceptedaccounting principles (GAAP) (specifically, application ofFASB Statement
No. 115, Accounting for Certain Investments in Debt and Equity Securities). However, for those
securities subject to the provisions ofFASB Statement No. 115, the independent accountant should
consider whether management's identification of securities for tax purposes contradicts its stated
intent for GAAP.

14.24Federal tax law permits banks and savings institutions to make bad debt deductions for loans
charged off because of uncoIlectibility.The IRS seeks evidence to ensure that loans are being charged

off appropriately. lRS regulations permit on institution to obtain evidence from its primary regulators
stating that the institution maintains and applies loan review and loss classification standards
consistent with the agency's regulations regarding Ioan chargeoffs. Guidance on the express
determination letter process has been established by the regulatory agencies.) [14.26
For

ACCOUNTING AND FINANCIAL REPORTING
{14.25 FASB Statement No. 109] [14.27 SFAS No. 109, Accounting for Income Taxes,]
requires

an asset and liability approach for financial accounting and reporting of income taxes and, therefore,
has a balance sheet orientation. The objectives of accounting for income taxes are to recognize the
amount of income taxes payable or refundable for the current year and the amount of deferred tax
liabilities (and) [and] assets relating to future tax consequences of events that have been recognized
in an entity's financial statements or income tax returns.
(14.26) [14.28]
A current income tax liability or asset should be recognized for the amount of
estimated taxes payable or refundable on tax returns for the current year.

[14.29]
A deferred tax liability or asset should be recognized for the estimated future tax
effects attributable to temporary differences and tax carryover attributes
net operating
loss(, foreign) and (other) tax credit carryovers). The determination of the amount of { current and}
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Temporary Differences

[14.30]
Temporary differences represent differences between the tax bases of assets
and liabilities and their reported amounts in the financial statements. Temporary differences result
in taxable or deductible amounts in fixture years when the assets or liabilities are recovered or settled,
respectively. Examples of common temporary differences for depository institutions {follow.}
[are

{14.27}

Bad debt reserves for depository institutions that deduct bad debt reserves under IRC
{Sections 166) [section 585] and 593. For larger depository institutions that are
covered under
Section 585) [section 165], there is no bad debt reserve for tax

purposes, and[,] therefore, the entire allowance for credit losses in the financial
statements is a temporary difference.

Other real estate owned and other assets may reflect post acquisition impairment

write downs in the financial statements; those write-downs are generally not
recognized for tax purposes until the asset is sold or disposed of{.} [for a bank. (For
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•

Accrued deferred compensation is not deductible for tax purposes until paid.

•

Accrued loss contingencies are generally not deductible for tax purposes until paid.

•

Depreciation of property, plant, and equipment [and amortization of intangible

assets] may be different for financial statement and tax purposes.
•

Accrual ofretirement liabilities is often made in the financial statements in different

periods than those in which [the] expense is recognized for the tax purposes.
[•Interest incomeon nonaccrual loans is generally included in taxable income:}
Basis differences in assets and liabilities caused by the following:

Gains and losses on sales of loans, property, plant, {or} equipment (being)
[or OREO] recognized in financial reporting periods different [than] from tax
peribds.

Amortization of imputed interest income from transactions involving loans
[receivable] recognized in different periods for financial reporting and tax
purposes.

—Accretion of discount on securities recorded currently for financial reporting
purposes, but subject to tax at maturity or sale, or accreted differently for tax
purposes.
Carryover tax basis of assets and liabilities in a transaction which is accounted
for under thepurchase method of accounting [in accordance

Commitment fees included in taxable income when collected, but deferred to
a period when earned for financial reporting purposes.
Loan fee income recognized on a cash basis for tax purposes, while
recognized asa yield adjustment for financial reporting purposes.

FHLB stock dividends recognized as current financial reporting income, but
deferred for tax purposes.
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(Defared Tax Assets and Liabilities
14.28 A deferred tax liability is recognized for all taxable temporary differences (for example, book
and tax bases differences that will result in future taxable amounts):—A deferred tax asset is
recognized for deductible temporary differences (that is, book end tax bases differences of assets and
liabilities that will result in foture deductible amounts) and for tax net operating loss and credit
carryovers. The likelihood of realizing the tax benefits related to the deferred tax asset should be
evaluated; and a valuation allowance should be recognized to reduce the deferred tax asset only if it

is "more likelythan not" (that is, a likelihood of more than 50 percent) that the deferred tax asset will
not be realized. The relative impact and weight of all negative and positive evidence should be
considered when assessing the need for a valuation allowance. A change in the amount of the
valuation allowancegenerally should be recognized in income in the period ofthe change.}

Changes in Income Tax Laws and Rates
( 14.29 ) [14.31] Deferred tax assets and liabilities are adjusted in the period in which tax law
or rate changes are enacted. The effect of any changes would be included in income from continuing
operations as part of deferred tax expense or benefit

{14.30 FASB Statement No. 13, Accounting for Leases, requires the)

requires]lTC retained by lessors on leveraged lease transactions to be deferred and amortized over
the lease term. Some depository institution lessors have classified deferred ITC as part of the net
investment in lease financing and reported the amortization of ITC on both leveraged and financing
leases as operating income rather than as a component ofthe income tax provision because they view
the ITC amortization as an integral part of their return on the lease financing. Other lessors have
reported the amortization of such ITCs as a component of the income tax provision. The lessor
should disclose which method is followed in the financial statements or footnote
The auditor should be aware that the Tax Reform Act of 1986 repealed ITC for property placed in
service after December 31,1985. Further, the allowable post 1986 ITC for transition property and/or
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ITC carryforwards has been reduced by 35 percent for tax years beginning after June 30, 1987. The
reduction of TIC is phased in for tax years beginning before and ending after July 1, 1987.
Financial Statement Presentation and Disclosure

Separate balance sheet presentation of current (refundable) income taxes
[receivable] or income taxes payable and deferred inc
ometaxes for each tax jurisdiction (federal,
state, and (each) foreign tax {jurisdiction}) [jurisdictions)] should be made (for (example} [e.g.,],
a federal deferred tax asset should not be netted against a state deferred tax liability). The following
components of the net deferred tax liability or asset recognized in the depository institution's balance
sheet should be disclosed[—}[:]

•

The gross amount of all deferred tax liabilities.

•

The gross amount of all deferred tax assets.

•

The amount of any valuation allowance reducing the amount of deferred tax asset and
any change in the valuation allowance during the period.

[14.36]
Banks and savings institutions that are public enterprises, as defined in (FASB
Statement} [SFAS] No. 109, should disclose the approximate tax effect of each significant type of
cumulative temporary difference and tax carryover. (Nonpublic)
enterprises, as
defined, should disclose the types of significant [cumulative] temporary differences and tax
carryovers, but may omit disclosure of the tax effects for these items.
{14.32}

Whenever a deferred tax liability is not recognized because of certain
exceptions under APB Opinion No. 23,
Income Taxes Special Areas, (as amended
by SFAS No. 109),] the following information should be disclosed—
{14.33} [14.37]

•

Description and [the] cumulative amount of [each] significant (types)
of
temporary {differences} [difference] for which a deferred tax liability has not been
recognized, and the types of events that would cause those temporary differences to
become taxable.

•

Amount of unrecognized deferred tax liability for temporary differences related to
investments in foreign subsidiaries and foreign joint ventures that are essentially
permanent in duration, if determination of that liability is practicable, or a statement
{that} [such] determination is not practicable.

•

The amount of the deferred tax liability for other temporary differences that is not
recognized inaccordance with the provisions of paragraphs 31 and 32 of {FASB
Statement}
No. 109.
[SFAS]
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Examples of temporary differences of depository institutions for which a
deferred tax liability is not recognized when the ^indefinite reversal criteria
of APB Opinion 23

are met follow[:]
•

Bad debt reserves for tax purposes of U.S. savings institutions (and other
-fqualffied]^g^®gB^^t^^tojyhat arose in tax years beginning before
[December 31, 1987)[January 1, 1988] (that is, the base-year amount).

•

Excess book basis over the tax basis of an investment in a foreign subsidiary or foreign
corporate joint venture that is essentially permanent in duration.

•

Undistributed earnings of a domestic subsidiary or corporate joint venture that are
permanent in duration and arose in fiscal years beginning on or before December 15,
1992.

The significant components of income tax expense for continuing operations
for each period presented should be disclosed and include the following
{14.35} [14.39]

•

Current income tax expense or benefit[.]

•

Deferred income tax expense or benefit (excludes other components that are disclosed
separately[.]

•

Investment tax credits and government grants[.]

•

The benefit of operating loss carryover[.]

•

Adjustments of a deferred tax liability or asset resulting from enacted changes in tax
laws and rates or a change in the tax status of the depository institutional

•

Adjustments to beginning balance of valuation {allowances} [allowance] resulting
from a change in circumstances, which have changed the assessment of the
realizability of the deferred tax asset in future years[.]

•

Tax expense that results from allocating certain tax benefits either directly to (a)
contributed capital or (b) goodwill or other {noncurrent) [non-current] intangible
assets of an acquired entity[.]

{14.36} [14.40]
The amount of income tax expense or benefit amount allocated to (a)
continuing operations, (b) discontinued operations, (c) extraordinary items, and (d) shareholders'
equity should be disclosed. For example, the amount of income tax expense or benefit attributable
to certain items whose tax effects are charged or credited directly to related components of
shareholder's equity, such as translation adjustments under (FASB Statement)
No. 52{,
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Foreign Currency Translation,} or changes in the unrealized holding gains and losses on available for

sale securities under (FASB Statement} [SPAS] No. 115, should be separately allocated and
disclosed.

The amounts and expiration dates of tax net operating loss and credit
carryovers should be disclosed. Further, (a depository institution} [disclosure] is required {to
disclose} [for]the amount of any valuation allowance {for which subsequently recognized tax
benefits will} [thatwould] be allocated directly to (a) reduce goodwill or other{noncurrent} [non
current] intangibleassets of an acquired entity or (b) contributed capital [for taxbenefits that are
recognized
{14.39} [14.43]
An institution that joins in the filing of a consolidated tax return with its parent
and affiliates must disclose in its separately issued financial statements the method for allocating and
settling the consolidated income taxes among the members of the group, which should be in
accordance with the principles {in FASB Statement) [ofSFAS] No. 109.

AUDITING

{Objectives}
{14.40} [14.44]
that [:]

The objectives of auditing income taxes are to obtain reasonable assurance

a.

The provision for income taxes and the reported income tax liability or receivable are
properly measured, valued, classified{,} and described in accordance with GAAP.

b.

Deferred income tax liabilities and assets accurately reflect the future tax
consequences of events that have been recognized in the institution's financial
statements or tax returns (temporary differences and carryovers).

{Planning}

The independent accountant should be aware that the tax laws specific to banks
and savings institutions, as well as to general corporate taxation, can change from year to year.

{14.41} [14.45]
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Internal Control Structure Over Financial Reporting and Posable Tests of Controls
The independent accountant should obtain an understanding of relevant internal
control structure policies and procedures. It may be more efficient and effective to assess control risk
at the maximum for income taxes and take an entirely substantive approach. Chapter 3 discusses
related considerations.
{44.42} [14.46]

Substantive Tests
(14.43)

•

Substantive audit procedures may include the following{.}

Obtain a schedule reconciling net income per books with taxable income for federal,
state, and foreign income taxes. Agree entries to general ledger and supporting
documents as appropriate. Consider the reasonableness of the current tax account
balances.

(•Examine prior year income tax returns, and ascertain thelatest year for which returns have been
examined. Review recent Revenue Agent Reports, if any, and consider current treatment of items
challenged by the taxing authorities in prior years.}

•

Update or review the schedule of cumulative temporary differences, reviewing for
propriety, and test the reasonableness of the income tax amounts.

Review and determine the need for and appropriateness of any valuation allowance
for deferred tax assets. The auditor should recognize that institutions often may have
a significant deferred tax asset resulting from the loan loss reserve. This asset should
be evaluated based upon the likelihood of realization, taking into account the timing
of the bad debt deduction, and the special
operating loss carryovers and

Consider the deductibility of transactions such {-}as profit sharing, bonus,
contributions, or stock option transactions.

Review classification and description of accounts to identify possible tax reporting
differences, such as reserves for anticipated losses or expenses.
Review the tax status and consolidated return requirements of subsidiaries.

Review the status of current year acquisitions of other companies and their
{preacquisition} [pre acquisition] tax liabilities and exposures.
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Review the utilization of carryovers.
Review the allocation, apportionment, and sourcing of income and expense applicable
to state tax jurisdictions with significant income [or franchise] taxes.

For separate financial statements of affiliates, review terms of all tax sharing
agreements between affiliated entities to determine proper disclosure and accounting
treatment. The auditor should be cognizant of and consider whether the institution
is in compliance with the regulatory accounting rules for intercompany tax allocation
and settlement.

Review schedule of net operating loss and other tax credit carryforwards.
Review tax planning strategies and assumptions utilized in the calculation of deferred
income taxes under {FASB Statement)
No. 109.

Test the roll-forward of tax balance sheet accounts. Consider vouching significant tax
payments and credits.

Review reconciliation of prior year tax accrual to the actual filed tax return.
Determine the propriety of adjustments made in this regard and consider the impact
on current year's tax accrual.

Evaluate tax contingencies and consider the appropriate accounting treatment and
disclosure requirements for these items under (FASB Statement No 5. Accounting
for Contingencies.}

Ascertain whether changes in income tax laws and rates have been properly reflected
in the tax calculations and account balances.

Evaluate the adequacy of the financial statement disclosures.
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Chapter 14
INCOME TAXES

INTRODUCTION

14.1 Banks and savings institutions are generally subject to the same tax rules that apply to other
corporations. However, the Internal Revenue Code (IRC) contains various provisions that
specifically relate to banks and savings institutions. Further, under certain provisions of the IRC,
banks and savings institutions are treated differently. The purpose ofthis chapter is to briefly describe
the special federal tax rules applicable to banks and savings institutions (state taxes being beyond the
scope of this introduction); to provide guidance on accounting for income taxes under Financial
Accounting Standards Board (FASB) Statement of Financial Accounting Standards No. 109,
Accountingfor Income Taxes; and to provide auditing guidance.1
Definition of a Savings Institution for Tax Purposes

14.2 IRC Section 7701(a)(19) provides the definition of a loan for tax purposes. If a savings
institution fails to qualify, it generally, becomes a bank by default for tax purposes. A savings
institution must meet certain qualifications to be treated as a domestic building and loan association,
as defined, for tax purposes. The IRC provides for a three-part test. The tests are applied at the
institution level, not at the consolidated level.
a.

Supervisory test. A savings institution must be either a domestic building-and-loan

association, a domestic savings-and-loan association, or a federal savings-and-loan
association that is insured by the Savings Association Insurance Fund (SAIF) or Bank
Insurance Fund (BIF) or is subject by law to supervision and examination by state or
federal authorities.

b.

Business operations test. The principal business of an institution must be to acquire

the savings deposits of the public and to invest in loans. Either an institution must
acquire the savings deposits of the public in conformity with Office of Thrift
Supervision (OTS) regulations or state supervisory authority, or the general public
must hold more than 75 percent ofthe dollar amount ofthe institution's total deposits,
withdrawable shares, and other obligations during the taxable year. An institution is
considered to be in the business of investing in loans if the total of certain specified
income items exceeds 75 percent of its gross income.

c.

Asset test. A savings institution must maintain at least 60 percent of its total assets

(on a tax basis) in specified qualifying assets (as defined in the IRC). The
determination is usually based upon year-end assets; however, at the election of the
institution, average assets can be used.
1

This chapter reflects major tax law changes through the Tax Reform Act of 1993.

14.3 Savings institutions that do not meet all of these tests not only are precluded from taking
advantage ofthe special savings and loan tax provisions but must also recapture the accumulated tax
benefits that they previously received as a savings and loan.

This event may have a significant impact on the financial statements in the year the institution fails
to qualify, since taxes must be restored on the bad-debt reserves previously exempted in accordance
with Accounting Principles Board (APB) Opinion No. 23, Accountingfor Income Taxes—Special
Areas. Additionally, the reserves on the institution's tax return are recaptured. A savings institution
that foils these tests is generally treated as a bank for tax purposes.

Definition ofa Bankfor Tax Purposes
14.4 IRC Section 581 defines a bank for tax purposes. This definition is important because the IRC
provides special rules governing bank taxation. Any entity that meets the definition of a bank for tax
purposes must consider the effect of several relevant provisions that are specifically applicable to
banks.
Securities Gains and Losses

14.5 IRC Section 582 applies to banks and savings institutions. Gains and losses on bonds,
debentures, notes, certificates, and other evidences of indebtedness held by banks and savings
institutions are treated as ordinary gains and losses, rather than as capital gains and losses. Worthless
securities are treated in the same manner as bad debt deductions, as discussed below.
Bad Debt Deductions

14.6 IRC Section 585 provides that an institution, as defined, with less than $500 million in assets
and that does not qualify as a domestic building and loan association is allowed a tax bad debt
deduction for reasonable additions to the allowance for credit losses. The $500 million asset test is
based upon the average adjusted tax basis of all assets. If the institution is a member of a controlled
group, all assets of the group are taken into account. The annual addition to the reserve cannot
exceed the amount computed using actual experience percentages.
14.7 An institution with assets exceeding $500 million that does not qualify as a domestic building
and loan association is allowed to claim a tax bad debt deduction only under the general rule of IRC
Section 166, which permits taxpayers to deduct any debt that becomes worthless, in whole or in part,
during the taxable year (that is, the specific charge-off method).

14.8 IRC Section 593 provides rules for determining the bad debt deductions for domestic building
and loan associations, savings banks, and cooperative banks. The tax deduction for a savings
institution generally consists of separate deductions for nonqualifying and qualifying loans. The
deduction for nonqualifying loans is computed using the bank experience method, as defined. The
deduction for qualifying loans is the larger ofthe amount computed using the bank experience method
or the amount computed using the percentage-of-taxable-income method, as defined.

14.9 Ifthe percentage method is used, it represents the maximum deduction for both qualifying and
nonqualifying loans, as defined. Qualifying loans include any loans secured by an interest in improved
real property, or real property that will be improved by using proceeds of the loan. Qualifying loans
also include real estate acquired through foreclosure. A qualifying loan for tax purposes does not
have to be secured by residential real estate. Nonqualifying loans include consumer loans secured by
tangible property or cash collateral, unsecured loans, or other loans that do not qualify. In addition,
loans (plus accrued interest, if an accrual basis taxpayer), whether qualifying or nonqualifying, should
be reduced by any unearned discount or amounts not actually disbursed, such as loans in process.
14.10 Under the percentage-of-taxable-income method, taxable income is adjusted by excluding
certain amounts specified in the IRC, which include—
•

Reserve recapture income from dividends paid in excess of earnings and profits or
from redemptions of stock

•

Deductions for additions to reserve

•

Capital gains adjustments if a capital-gain rate differential exists

•

Dividends subject to the dividends-received deduction reduced by 8 percent of the
dividends-received deduction

14.11 Savings institutions that file a consolidated tax return must adjust taxable income for
functionally related losses, as defined, of other members of the consolidated group.

14.12 The percentage-of-taxable-income deduction is subject to two limitations, a 6 percent test and
a 12 percent test. Under the 6 percent test, the ending reserve for losses on qualifying loans, after
the current year's provision is added, is limited to an amount equal to 6 percent of the qualifying real
property loans, as defined.
14.13 The 12 percent test limits the overall addition to the reserve to the excess of 12 percent of the
savings institution's withdrawable accounts at the dose of the year over the sum of its surplus,
undivided profits, and tax-basis reserves at the beginning of the year.
Tax-Basis Reserves

14.14 The Internal Revenue Service (IRS) requires savings institutions electing the percentage-oftaxable-income deduction to document tax-basis reserves. Generally, institutions separately record
tax-basis reserves for this purpose as part of the general ledger or in a subsidiary tax ledger. Tax
basis reserves generally include—

a.

Reserve for losses on nonqualifying loans

b.

Reserve for losses on qualifying real-property loans

c.

Supplemental reserve for losses on loans

d.

Pre-1952 surplus

e.

Tax paid or exempt undivided profits (tax earnings and profits)

f.

Tax-adjustment account

14.15 Failure to follow the IRS bookkeeping requirements can result in a loss of the percentage-oftaxable-income deduction.
14.16 As an alternative to the maintenance of a ledger record, the IRS allows the submission of
copies offederal income tax returns that include reconciliation schedules of these tax-basis reserves
to satisfy the bookkeeping requirements, as long as they are kept on a permanent basis.
Net Operating Losses (NOLs)

14.17 IRC Section 172 contains special rules for the carryback and carryforward of net operating
losses (NOLs) generated by banks and savings institutions. For NOLs generated in years beginning
before 1994 by banks and savings institutions using the specific charge-off method for bad debt
deductions, the portion of the NOL related to the bad debt deduction may be carried back 10 years
and forward 5 years. The Tax Reform Act of 1986 conformed the NOL rules of banks and savings
institutions in years beginning after 1993 with those applicable to other corporations.

Interest ExpenseRelating to Tax-Exempt Income
14.18 Under IRC Sections 265 and 291, interest expense allocable to tax-exempt obligations
acquired after 1982 is subject to a 20 percent disallowance for tax return purposes. The amount of
the interest expense allocable to tax-exempt obligations is the pro rata portion of the total interest
expense determined by comparing the average adjusted tax basis of post-1982 tax-exempt obligations
to the average adjusted tax basis of all assets. The Tax Reform Act of 1986 required banks to
disallow 100 percent of their interest expense that is attributable to most tax-exempt obligations
acquired after August 7,1986. The 20 percent interest disallowance rule is still applicable for taxexempt obligations acquired after 1982 and before August 8, 1986, and for certain qualified small
issue obligations, as defined. The amount of interest expense allocable to tax-exempt obligations
acquired after August 7,1986, is computed in the same manner as the calculation of the disallowance
for post-1982 tax-exempt obligations.

Federal Financial Assistance
14.19 IRC Section 597 and regulations issued thereunder prescribe rules regarding transactions in
which federal financial assistance is provided. Federal financial assistance received by failed
institutions or acquiring institutions after May 10,1989, is taxable to those institutions. However,
IRC Section 7507 exempts insolvent institutions from federal taxes under certain circumstances.
Congress decided that an insolvent institution's assets should be used to pay depositors' claims ahead
of other creditors, including the government.
Alternative Minimum Tax (AMT)
14.20 Beginning in 1987, all corporations must compute their federal tax liability under both the
regular tax and alternative minimum tax (AMT) systems and pay the higher amount. The AMT
system is a separate but parallel tax system in which regular taxable income is increased or decreased
by certain AMT adjustments and preference items to arrive at AMT income. A rate of tax lower than
the regular tax rate is applied to AMT income. The AMT adjustments and preference items most
common for depository institutions include: tax-exempt interest income on most private activity
bonds issued after August 7, 1986 (reduced by any related interest expense disallowance for regular
tax purposes), accelerated depreciation and cost recovery, and bad debt reserve additions for certain
savings institutions (that is, those covered under IRC Section 593). Also, beginning in 1990, AMT
income is modified by the adjusted current earnings (ACE) adjustment, which is calculated based on
earnings and profits principles. Furthermore, only 90 percent of AMT income may be offset by an
NOL: Any excess of tax computed under the AMT system over the regular system is eligible to
reduce future regular tax (minimum tax credit).
REGULATORY MATTERS

14.21 The Federal Financial Institutions Examination Council (FFIEC) has directed that FASB
Statement No. 109 be adopted for purposes of FFIEC Consolidated Reports of Condition and Income
and OTS Thrift Financial Reports (collectively, call reports). In conjunction with this reporting
change, the FFIEC recommended that the agencies amend their capital rules to limit the amount of
deferred tax assets that may be included in regulatory capital. The FFIEC has also proposed to the
federal bank regulatory agencies that deferred tax assets be included in regulatory capital without limit
if they can be realized from taxes paid in prior carryback years and from future reversals of existing
temporary differences. However, deferred tax assets that are dependent on future taxable income
would be limited in regulatory capital to the lesser of the amount expected to be realized within one
year (exclusive of tax carryforwards and reversals of existing temporary differences) or 10 percent
of Tier I capital (before deduction of any disallowed purchased mortgage servicing rights [PMSRs],
purchased credit card relationships [PCCRs], or deferred tax debits).

14.22 The Omnibus Budget Reconciliation Act of 1993 included a provision requiring securities
dealers to compute their taxable income by marking their inventory of securities to market at the end
of each taxable year. The definition of securities dealer could be interpreted to encompass many
banks and savings institutions that buy and sell securities. Subject institutions must generally identify
securities exempt from the mark-to-market provision at acquisition.

14.23 The
of securities for tax purposes under this provision is not equivalent to the
nature and purpose ofmanagement's classification ofinvestments in certain debt and equity securities
under generally accepted accounting principles (GAAP) (specifically, application ofFASB Statement
No. 115, Accountingfor Certain Investments in Debt and Equity Securities). However, for those
securities subject to the provisions ofFASB Statement No. 115, the independent accountant should
consider whether management's identification of securities for tax purposes contradicts its stated
intent for GAAP.

14.24 Federal tax law permits banks and savings institutions to make bad debt deductions for loans
charged off because of uncollectibility. The IRS seeks evidence to ensure that loans are being
charged off appropriately. IRS regulations permit an institution to obtain evidence from its primary
regulators stating that the institution maintains and applies loan review and loss classification
standards consistent with the agency's regulations regarding loan chargeoffs. Guidance on the
express determination letter process has been established by the regulatory agencies.

ACCOUNTING AND FINANCIAL REPORTING
14.25 FASB Statement No. 109 requires an asset-and-liability approach for financial accounting and
reporting of income taxes and, therefore, has a balance sheet orientation. The objectives of
accounting for income taxes are to recognize the amount of income taxes payable or refundable for
the current year and the amount of deferred tax liabilities arid assets relating to future tax
consequences of events that have been recognized in an entity's financial statements or income tax
returns.
14.26 A current income tax liability or asset should be recognized for the amount of estimated taxes
payable or refundable on tax returns for the current year. A deferred tax liability or asset should be
recognized for the estimated future tax effects attributable to temporary differences and tax carryover
attributes (that is, net operating loss, foreign and other tax credit carryovers). The determination of
the amount of current and deferred income tax liabilities and assets is based on enacted income tax
laws and rates; the effects of future changes in income tax laws or rates are not anticipated. The
amount of a deferred tax asset is reduced by a valuation allowance, if necessary. The valuation
allowance represents the amount of any tax benefits that, based on available evidence, are not
expected to be realized (that is, these tax benefits meet the "more likely than not" criterion — a
likelihood of more than 50 percent—for impairment at the measurement date). Under the balance
sheet approach of FASB Statement No. 109, deferred tax assets and liabilities are calculated and
compared with the prior period's deferred tax asset or liability. The change in the net deferred tax
asset or liability during the period is recognized in the income statement as deferred tax expense or
benefit except for the portion allocated to discontinued operations, extraordinary items, or
shareholders' equity, as discussed in paragraph 14.36.

Temporary Differences
14.27 Temporary differences represent differences between the tax bases of assets and liabilities and
their reported amounts in the financial statements. Temporary differences result in taxable or

deductible amounts in future years when the assets or liabilities are recovered or settled, respectively.
Examples of common temporary differences for depository institutions follow.

•

Bad debt reserves for depository institutions that deduct bad debt reserves under IRC

Sections 166 and 593. For larger depository institutions that are covered under IRC
Section 585, there is no bad debt reserve for tax purposes, and therefore, the entire
allowance for credit losses in the financial statements is a temporary difference.
•

Other real estate-owned and other assets may reflect post-acquisition impairment
write-downs in the financial statements; those write-downs are generally not
recognized for tax purposes until the asset is sold or disposed of.

•

Accrued deferred compensation is not deductible for tax purposes until paid.

•

Accrued loss contingencies are generally not deductible for tax purposes until paid.

•

Depreciation of property, plant, and equipment may be different for financial

statement and tax purposes.
•

Accrual ofretirement liabilities is often made in the financial statements in different

periods than those in which expense is recognized for the tax purposes.
•

Interest income on nonaccrual loans is generally included in taxable income.

•

Basis differences in assets and liabilities caused by the following:

—

Gains and losses on sales of loans, property, plant, or equipment being
recognized in financial reporting periods different from tax periods.

—

Amortization of imputed interest income from transactions involving loans
receivable recognized in different periods for financial reporting and tax
purposes.

—

Accretion of discount on securities recorded currently for financial reporting
purposes, but subject to tax at maturity or sale, or accreted differently for tax
purposes.

—

Carryover tax basis of assets and liabilities in a transaction which is accounted
for under the purchase method of accounting.

—

Commitment fees included in taxable income when collected, but deferred to
a period when earned for financial reporting purposes.

—

Loan fee income recognized on a cash basis for tax purposes, while
recognized as a yield adjustment for financial reporting purposes.

—

FHLB stock dividends recognized as current financial reporting income, but
deferred for tax purposes.

Deferred Tax Assets and Liabilities
14.28 A deferred tax liability is recognized for all taxable temporary differences (for example, book
and tax bases differences that will result in future taxable amounts). A deferred tax asset is
recognized for deductible temporary differences (that is, book and tax bases differences of assets and
liabilities that will result in future deductible amounts) and for tax net operating loss and credit
carryovers. The likelihood of realizing the tax benefits related to the defared tax asset should be
evaluated, and a valuation allowance should be recognized to reduce the deferred tax asset only if it
is "more likely than not" (that is, a likelihood ofmore than 50 percent) that the deferred tax asset will
not be realized. The relative impact and weight of all negative and positive evidence should be
considered when assessing the need for a valuation allowance. A change in the amount of the
valuation allowance generally should be recognized in income in the period of the change.
Changes in Income Tax Laws and Rates
14.29 Deferred tax assets and liabilities are adjusted in the period in which tax law or rate changes
are enacted. The effect of any changes would be included in income from continuing operations as
part of deferred tax expense or benefit

Investment Tax Credit (ITC) on Lease Financing
14.30 FASB Statement No. 13, Accounting for Leases, requires the ITC retained by lessors on
leveraged-lease transactions to be deferred and amortized ova the lease term. Some depository
institution lessors have classified deferred ITC as part of the net investment in lease financing and
reported the amortization of ITC on both leveraged and financing leases as operating income rather
than as a component of the income tax provision because they view the ITC amortization as an
integral part of their return on the lease financing. Other lessors have reported the amortization of
such ITCs as a component of the income tax provision. The lessor should disclose which method is
followed in the financial statements or footnote. The auditor should be aware that the Tax Reform
Act of 1986 repealed ITC for property placed in service afta December 31, 1985. Further, the
allowable post-1986 ITC for transition property and/or ITC carryforwards has been reduced by 35
percent for tax years beginning after June 30,1987. The reduction of ITC is phased-in for tax years
beginning before and ending after July 1,1987.

Financial Statement Presentation and Disclosure
14.31 Separate balance sheet presentation of current refundable income taxes or income taxes
payable and deferred income taxes for each tax jurisdiction (federal, state, and each foreign tax
jurisdiction) should be made (for example, a federal deferred tax asset should not be netted against

a state deferred tax liability). The following components of the net deferred tax liability or asset
recognized in the depository institution's balance sheet should be disclosed—
•

The gross amount of all deferred tax liabilities.

•

The gross amount of all deferred tax assets.

•

The amount of any valuation allowance reducing the amount of deferred tax asset and
any change in the valuation allowance during the period.

14.32 Banks and savings institutions that are public enterprises, as defined in FASB Statement No.
109, should disclose the approximate tax effect of each significant type of cumulative temporary
difference and tax carryover. Nonpublic enterprises, as defined, should disclose the types of
significant temporary differences and tax carryovers, but may omit disclosure of the tax effects for
these items.

14.33 Whenever a deferredtax liability is not recognized because of certain exceptions under APB
Opinion No. 23, the following information should be disclosed—
•

Description and cumulative amount of significant types of temporary differences for
which a deferred tax liability has not been recognized, and the types of events that
would cause those temporary differences to become taxable.

•

Amount of unrecognized deferred tax liability for temporary differences related to
investments in foreign subsidiaries and foreign joint ventures that are essentially
permanent in duration, if determination of that liability is practicable, or a statement
that determination is not practicable.

•

The amount of the deferred tax liability for other temporary differences that is not
recognized in accordance with the provisions of paragraphs 31 and 32 of FASB
Statement No. 109.

14.34 Examples of temporary differences of depository institutions for which a deferred tax liability
is not recognized when the indefinite reversal criteria of APB Opinion 23 are met follow—
•

Bad debt reserves for tax purposes of U.S. savings institutions (and other qualified
thrift lenders) that arose in tax years beginning before December 31,1987 (that is, the
base-year amount).

•

Excess book basis over the tax basis of an investment in a foreign subsidiary or
foreign corporate joint venture that is essentially permanent in duration.

•

Undistributed earnings of a domestic subsidiary or corporate joint venture that are
permanent in duration and arose in fiscal years beginning on or before December 15,
1992.

14.35 The significant components of income tax expense for continuing operations for each period
presented should be disclosed and include the following—

•

Current income tax expense or benefit

•

Defined income tax expense or benefit (exdudes other components that are disclosed
separately)

•

Investment tax credits and government grants

•

The benefit of operating loss carryovers

•

Adjustments of a deferred tax liability or asset resulting from enacted changes in tax
laws and rates or a change in the tax status ofthe depository institution

•

Adjustments to beginning balance of valuation allowances resulting from a change in
circumstances, which have changed the assessment of the realizability of the deferred
tax asset in future years

•

Tax expense that results from allocating certain tax benefits either directly to (a)
contributed capital or (b) goodwill or other noncurrent intangible assets of an
acquired entity

14.36 The amount of income tax expense or benefit amount allocated to (a) continuing operations,
(b) discontinued operations, (c) extraordinary items, and (d) shareholders' equity should be disclosed.
For example, the amount of income tax expense or benefit attributable to certain items whose tax
effects are charged or credited directly to related components of shareholder's equity, such as
translation adjustments under FASB Statement No. 52, Foreign Currency Translation, or changes
in the unrealized holding gains and losses on available-for-sale securities under FASB Statement No.
115, should be separately allocated and disclosed.

14.37 Banks and savings institutions should disclose in a footnote the amount of income tax effect
related to realized gains and losses on sales of securities.
14.38 The amounts and expiration dates of tax net operating loss and credit carryovers should be
disclosed. Further, a depository institution is required to disclose the amount of any valuation
allowance for which subsequently recognized tax benefits will be allocated directly to (a) reduce
goodwill or other noncunent intangible assets of an acquired entity or (b) contributed capital.

14.39 An institution that joins in the filing of a consolidated tax return with its parent and affiliate
must disclose in its separately-issued financial statements the method for allocating and settling the
consolidated income taxes among the members ofthe group, which should be in accordance with the
principles in FASB Statement No. 109.

AUDITING
Objectives

14.40 The objectives of auditing income taxes are to obtain reasonable assurance that—

a.

The provision for income taxes and the reported income tax liability or receivable are
properly measured, valued, classified, and described in accordance with GAAP.

b.

Deferred income tax liabilities and assets accurately reflect the fixture tax
consequences of events that have been recognized in the institution's financial
statements or tax returns (temporary differences and carryovers).

Planning
14.41 The independent accountant should be aware that the tax laws specific to banks and savings
institutions, as well as to general corporate taxation, can change from year to year.

Internal Control Structure Over FinancialReporting and Possible Tests of Controls

14.42 The independent accountant should obtain an understanding of relevant internal control
structure policies and procedures. It may be more efficient and effective to assess control risk at the
maximum for income taxes and take an entirely substantive approach. Chapter 3 discusses related
considerations.

Substantive Tests
14.43 Substantive audit procedures may include the following.

•

Obtain a schedule reconciling net income per books with taxable income for federal,
state, and foreign income taxes. Agree entries to general ledger and supporting
documents as appropriate. Consider the reasonableness of the current tax account
balances.

•

Examine prior year income tax returns, and ascertain the latest year for which returns
have been examined. Review recent Revenue Agent Reports, if any, and consider
current treatment of items challenged by the taxing authorities in prior years.

•

Update or review the schedule of cumulative temporary differences, reviewing for
propriety, and test the reasonableness of the income tax amounts.

•

Review and determine the need for and appropriateness of any valuation allowance
for deferred tax assets. The auditor should recognize that institutions often may have
a significant deferred tax asset resulting from the loan loss reserve. This asset should

be evaluated based upon the likelihood of realization, taking into account the timing
ofthe bad debt deduction, and the special operating loss carryovers and carryback tax
rules, if applicable.2

Consider the deductibility oftransactions such-as profit-sharing, bonus, contributions,
or stock option transactions.
Review classification and description of accounts to identify possible tax reporting
differences, such as reserves for anticipated losses or expenses.

Review the tax status and consolidated return requirements of subsidiaries.

Review the status of current year acquisitions of other companies and their
preacquisition tax liabilities and exposures.
Review the utilization of carryovers.
Review the allocation, apportionment, and sourcing of income and expense applicable
to state tax jurisdictions with significant income taxes.

For separate financial statements of affiliates, review terms of all tax-sharing
agreements between affiliated entities to determine proper disclosure and accounting
treatment. The auditor should be cognizant of and consider whether the institution
is in compliance with the regulatory accounting rules for intercompany tax allocation
and settlement
Review schedule of net operating loss and other tax credit carryforwards.
Review tax planning strategies and assumptions utilized in the calculation of deferred
income taxes under FASB Statement No. 109.

Test the roll-forward of tax balance sheet accounts. Consider vouching significant tax
payments and credits.
Review reconciliation of prior year tax accrual to the actual filed tax return.
Determine the propriety of adjustments made in this regard and consider the impact
on current year's tax accrual.

Evaluate tax contingencies and consider the appropriate accounting treatment and
disclosure requirements for these items under FASB Statement No. 5, Accountingfar
Contingencies.

2

The auditor should refer to the guidance of Statement on Auditing Standards (SAS) No. 57, Auditing
Accounting Estimates (AICPA, Professional Standards, vol 1, AU sec. 342).

Ascertain whether changes in income tax laws and rates have been property reflected
in the tax calculations and account balances.

Evaluate the adequacy of the financial statement disclosures.

KeyCorp
127 Public Square
Cleveland, Ohio 44114-1306

December 15,1994
James F. Green
Federal Government Division
FileB-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

We are writing in response to the AICPA's invitation for comments on the
Exposure Draft of the proposed audit and accounting guide, Banks and Savings
Institutions (the "Draft"). KeyCorp is one of the nation's largest financial services holding
companies, offering a full range of commercial banking and related financial services
through nearly 1,300 offices in twenty states. With over $64 billion in assets, KeyCorp is
the 11th largest bank holding company in the country.

We have chosen to comment only on the following issues for which comment was
requested.
Issue #7

We believe that having the same accounting guidance for all financial institutions
promotes the comparability of financial statements among different companies thereby
improving the quality of the industry's financial reporting. The existence or absence of
deposit insurance does not change the underlying comprehensively similar nature of the
businesses mentioned. To the extent that there are unique aspects of non-federally insured
institutions, which are of audit significance, these can be addressed in supplementary
authoritative guidance.

Issue #2

Income recognition for impaired loans should be addressed in the audit guide by
referring to FASB 118, Accounting by Creditorsfor Impairment of a Loan -Income
Recognition and Disclosures. FASB 118 eliminates the income recognition and
disclosure requirements of FASB 114 and allows existing accounting methods to be used
for the recognition of income. Unless further income recognition criteria are provided by

the FASB, the existing methods of income recognition should continue to be included in
the audit guide.

Issue # 3

We believe that the Draft should incorporate the requirements of FASB 119,
Disclosure about Derivative Financial Instruments and Fair Value ofFinancial

Instruments. FASB 119 primarily focuses on disclosures of derivatives held for trading

purposes. Disclosures beyond those required by FASB 119 should remain optional.

Issue# 4

We believe that loans should be classified as "held for sale" or "held in portfolio".
FASB 65 alludes to the underlying principle that unless there is a positive intent to sell
loans, the loans should be classified as held to maturity. It appears that the language of
the Draft inappropriately changes this underlying assumption of FASB 65 such that unless
there is a positive intent and ability to hold the loans to maturity, the loans are presumed
to be held for sale.

Only loans that management has the positive intent and ability to sell should be
classified as held for sale and accounted for using lower of cost or market, in conformity
with FASB 65. Other loans, which may be sold but for which management does not have
positive intent to sell should be considered held in portfolio and accounted for at
amortized cost.

Issue # 7

We feel the requirements to disclose regulatory capital and related matters are
appropriate but potentially confusing. The audited financial statements are prepared using
generally accepted accounting principles and regulatory capital is calculated based on
regulatory accounting practices. We recommend that for public companies these
disclosures be encouraged as supplemental data or included in Management's Discussion
and Analysis.
Information needs of financial statement users do not necessarily vary inversely
with capital levels of financial institutions. Furthermore, regulatory capital calculations are
not sufficiently comprehensive to capture exposures to all types of risk to which financial
institutions are exposed.

While we agree with the concept that institutions that are well capitalized enjoy
certain benefits, we do not agree that fewer disclosures should be permitted for these
institutions based on their capital status. Indeed, higher capital levels would be
appropriate for financial institutions that assume more risks than normal.

Unless prohibited by regulatory dictate (as is, for example, publication of CAMEL
ratings of subsidiary banks), we agree that the disclosures for capital and other regulatory
matters for holding companies is appropriate.

We would be pleased to discuss further with the Board any comments or questions
concerning the suggestions set forth in this letter. Please direct your comments or
questions to Kristi Henderson at (216) 689-3525 or me at (216) 689-3564.

Very truly yours,

Lee Irving
Executive Vice President, Treasurer and
Chief Accounting Officer

Lester J. Stephens, Jr.
Senior Vice President
and Controller

The Chase Manhattan Corporation
2 Chase Manhattan Plaza
New York, New York 10081

CHASE

November 30,1994

James F. Green
Federal Government Division, File B-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

Re:

Proposed Audit and Accounting Guide. Banks and Savings Institutions

Dear Mr. Green:
The Chase Manhattan Corporation (Chase) is pleased to comment on the proposed Audit and
Accounting Guide, Banks and Saving Institutions (Guide). We support the American Institute of
Certified Public Accountants' (AICPA) effort to provide comprehensive guidance that assists and
instructs accountants and auditors on the banking industry. However, we are concerned by the
numerous new accounting and disclosure requirements addressed in the Guide which appear to be
expanding generally accepted accounting principles (GAAP). The Guide should not be
prescribing GAAP, rather it should be communicating and educating readers as to what is
currently GAAP for the banking industry.

In addition, we have the following general comments on the proposed Guide:

• There should be a separate chapter on trading activities;
• We suggest a glossary of financial terms be included as in the current Audits of Banks Industry
Audit Guide;
• We suggest a separate section on pending Financial Accounting Standards Board (FASB)
proposals. This could be a supplement to the Guide, which could be updated periodically.
Our comments on the Specific Issues for Comment and other comments on the exposure draft
itself are contained in the attached paper.

We appreciate the opportunity to express our views on the proposed Audit and Accounting
Guide. If you have any questions or wish to discuss any of our comments in detail, please do not
hesitate to contact me at (212) 552-8050 or David M. Morris at (212) 552-8207.

Sincerely yours,

The Chase Manhattan Corporation
Comments on Proposed Audit and Accounting Guide
Banks and Savings Institutions (Guide)

Issue 1: Scope
The scope of the Guide with respect to nonfederally insured institutions is appropriate.

Issue 2: Income Recognition for Impaired Loans

Statement of Financial Accounting Standards (SFAS) 118, Accounting by Creditors for
Impairment of a Loan - Income Recognition and Disclosures, amends SFAS 114,
Accounting by Creditors for Impairment of a Loan, to allow creditors to use existing
methods for recognizing interest income on impaired loans. Banks generally follow
existing regulatory guidance as outlined in Banking Circular 255 and the Call Report
instructions. The final Guide should make reference to such regulatory guidance when
addressing income recognition for impaired loans.
Issue 3: Derivative Financial Instruments

Replace the disclosure referred to in Paragraph 15.74 to reflect the requirements of SFAS
119, Disclosure about Derivative Financial Instruments and Fair Value of Financial
Instruments. Due to the evolving nature of derivative disclosures, no other disclosures
should be noted at this time.
Issue 4: Loan Accounting
Loans where a bank has both the intent and the ability to hold for the foreseeable future
(until prepayment or maturity occurs) are generally reported at outstanding principal
reduced by any charge-offs and net of any deferred fees or costs on originated loans, or
unamortized premiums or discounts on purchased loans as indicated by the Guide.
However, we do not know what is meant by the Guide's reference to "specific valuation
accounts." Banks typically do not maintain reserves on a specific loan basis. To the
extent that an actual loss has occurred, a bank would reduce the principal outstanding by
taking a charge-off for the loss. If the Guide is referring to a reserve under SFAS 114,
when using the term "specific valuation accounts, ” it should be noted that while the
SFAS 114 reserve is determined in a more mathematical manner, it is still part of the
overall reserve for credit losses, which is available for credit losses related to a bank's
entire portfolio.

Issue 5: Miscellaneous Disclosures
We have no objection to the Guide eliminating the disclosure on Federal Home Loan Bank
(FHLB) stock pledged as collateral for FHLB borrowings and the various deposit
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disclosures. However, the Guide is not the appropriate forum to create generally accepted
accounting principles (GAAP) and, as such, the additional disclosure requirements on the
tax effect related to realized gains and losses on the sales of securities and extending
Statement of Position (SOP) 86-1, Reporting Repurchase - Reverse Repurchase
Agreements and Mortgage-Backed Certificates by Savings and Loan Associations, to
now apply to banks is inappropriate and should be deleted.
Issue 6: Trust Services and Activities

The scope of guidance on trust services and activities is appropriate.
Issue 7: Disclosures About Regulatory Matters

We strongly oppose any requirement to disclose audited regulatory capital and related
matters in the footnotes to the financial statements. As indicated in the preface of the
Guide, the Guide describes current authoritative literature rather than establishing new
GAAP. These disclosure requirements are a clear departure from this position. The
Securities and Exchange Commission (SEC) currently requires adequate disclosure of
capital information in the management's discussion and analysis (MD&A) section. The
Guide should simply identify current SEC and other regulatory agencies disclosure
requirements and not create new GAAP.

Additionally, due to the subjective nature of the capital computations, we question the
auditability of management's assertion that it is in compliance with its regulatory capital
requirements.
These views are based on the following:
- No set of comprehensive objective measurement criteria exist to allow an auditor to
opine on the assertion requested of management.

- Regulatory capital determinations are becoming less objective given recently announced
regulatory positions.

- Establishing and enforcing regulatory capital levels is a primary tool for achieving a
variety of supervisory objectives as indicated by the prompt corrective action powers
given the regulators under the Federal Deposit Insurance Corporation Improvement
Act of 1991 (FDICIA). Wide discretion rests with regulators to change what might
appear to be an objectively determined capital threshold for an institution. This is
particularly true when the regulators believe that the operations of the institution are
"unsafe and unsound". Therefore, we disagree with all proposed disclosures as outlined
in this Issue.
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Chapter 1 - Industry Overview

1.4 - The word "sources" should be substituted for the word "players" in the first sentence.

1.5 - Substitute for the third sentence beginning "Technological advances...", the
following: "Innovative approaches have made it possible to securitize assets consisting of
a pool of cardholders' outstanding receivable balances."
1.7 - In Item d., add "and savings banks" at the end of the sentence.

1.8 - The Guide should mention that bank holding companies are subject to the
supervision of the Federal Reserve System (FRS).

1.10 - In the last sentence, add ", accounting and financial disclosures." Delete "uniform
examination and supervisory guidelines."

1.21 - The financial instruments listed should be identified as derivative products.
1.28 -Add "elsewhere" before "where relevant" in the last sentence.
130 - Add check processing to the activities cited in the first sentence. Add "elsewhere"
before "where relevant" in the last sentence.
Chapter 2 - Regulation and Supervision

2.11 - In addition to citing Section 12 of the Code of Federal Regulations, this paragraph
should also reference other sections of the Code that banks are subject to, such as Section
31.
State that the rules applicable to a given institution depend not only on its charter, but also
on whether it has Federal Deposit Insurance Corporation (FDIC) insurance or is a member
of the FRS.

Additionally, state that banks are notified of new rules through publications of state
banking agencies.
2.17 - The term "CAMEL ratings" should be defined.

2.18 - Add to actions that can be taken - Government Takeover of the Institution.
2.24 - Reference in this paragraph should be to Savings Association Insurance Fund
(SAIF), not Bank Insurance Fund (BIF).

232 - Add to the first sentence ”, including off-balance sheet positions.” Add a sentence

at end of paragraph, "Banks are expected to maintain capital above these minimum levels."
2.39 - The term, "unsafe and unsound," is defined in Section 8 (b) (8) of the Federal
Deposit Insurance Act, to which reference should be made in the Guide.
2.43 - This paragraph erroneously implies that any regulatory cease and desist order can
result in a bank not qualifying for well-capitalized status. This is true only if the cease and
desist order relates to capital adequacy. Language should be revised to conform with the
prompt corrective action regulations issued under FDICIA to specify "any written
agreement, order, capital directive which requires the institution to meet and maintain a
specific capital level...".
2.45 - Paragraph should note that the parent of the undercapitalized institution generally

must guarantee the restoration plan.
2.48, 2.49, 2.50 & 2.51 - We strongly disagree with requiring these disclosures as

footnotes to the financial statements. Reference should be made to required SEC
disclosures in the MD&A and other regulatory agencies' required disclosures. The Guide
is an inappropriate place to introduce new GAAP.

2.53 - The statement, "A total of $xx,xxx was deducted from capital for interest-rate
risk.", is not appropriate since the capital requirement for interest rate risk is not final.
This statement should be deleted and a reference to the proposal's existence should be
made.
2.59 - Footnote 11 refers to the holding company exemption ofFDICIA Section 112.

This section of the regulation will be revised as a result of recent legislation, and this
should be so noted in the Guide.

In the first sentence, "realized
over the life of the assets sold" should be replaced by "recognized as earned." In addition,
the GAAP treatment of excess servicing fee income should be indicated.
2.81 - Second bullet - Excess Servicing Fee Receivable.

Fourth bullet - Sales of Assets With Recourse. The Guide should make reference to the
impact of the new financial Accounting Standards Board (FASB) project on transfers of
assets, which may supersede SFAS 77, Reporting by Transferors for Transfers of
Receivables with Recourse.

Seventh bullet - Valuation of Certain Intangibles. The following should be substituted for
existing language in the first sentence (following "no greater than the"): "present value of
the discounted net future servicing income." Also, the FRS allows amortization of
goodwill over 20 years, a major exception to the 15 year period cited in the Guide.
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Chanter 3 - General Audit Considerations

3.10 - This paragraph discusses Statement on Auditing Standards (SAS) No. 55,
Consideration of the Internal Control Structure in a Financial Statement Audit, as the
basis for the auditor's review of an entity’s adoption of an internal control structure, while
Paragraph 3.37 references the impact of FDICIA on the operations of financial
institutions. On the other hand, Section 112 of FDICIA requires the financial institution
to adopt an internal control framework to measure the effectiveness of its internal control
system. The regulators have allowed banks to adopt either SAS 55 or the Committee on
Sponsoring Organization's (COSO) framework. The Exposure Draft should clarify that
banks have this option and also clarify the relationship between the FDICIA requirements
and the COSO framework.
Chapter 4 - Cash and Cash Equivalents
4.6 - We have not seen separate disclosure of restrictions on deposits with Federal
Reserve Banks. As such, we wonder how common this disclosure is and whether it is
necessary to include it in the Guide.
Chanter 5: Investments in Debt and Equity Securities

5.35 - We recommend that the following be deleted from the last sentence of this
paragraph: "...and, therefore, the use of POs to manage the interest-rate risk of such
assets may be counterproductive because such a strategy may increase the institution's
overall exposure to interest-rate risk." This language could imply that a bank should never
enter into such transactions because of the inherent risk. A bank should have the right as
long as senior management and the Board of Directors are fully aware of the reasons why
and risks involved. The Guide should only make dear the risk inherent in principal-only
securities (POs) suffident to educate the auditor in his audit of the financial statements.

5.50 - The first bullet relating to gains trading should be deleted, since the concept does
not exist in the environment of SFAS 115, Accounting for Certain Investments in Debt
and Equity Securities, SFAS 115 has ironclad proscriptions against such activities, and
the SEC is the process of taking enforcement action based on paragraph 8 of SFAS 115,
which specifies the only changes in circumstances under which sales of Held To Maturity
(HTM) securities would not be inconsistent with their HTM classification.
The remaining seven bullets should be restructured so that they do not appear to be
prescribing GAAP, as they currently do by seeming to specify a SFAS 115 category for
each instrument/activity. It is inappropriate for the Guide to discuss an activity and
conclude that "This activity should be considered trading." The AICPA should not be
creating new GAAP. Unless current GAAP can be referenced to these definitive
statements, they should either be deleted or significantly toned down. For example, selling
Federal National Mortgage Association (FNMA) securities forward is a common hedge to

lock-in a price for a future mortgage securitization. However, a blanket statement, "Short
Sales which involve the sale of securities that are not owned.

This activity should be

considered trading," may lead some auditors to the conclusion that securitizations hedged
in this manner should be marked to market.
Rather, these bullets should indicate that special audit attention should be given if the

instrument/activity appears in the other SFAS 115 classifications. With these changes, the
Guide will not appear to be establishing SFAS 115 classifications. Instead, it will be
focusing auditor judgment on management's classifications that may be suspect in light of
SFAS 115.

5.51 - The Guide states that adjusted trading is a prohibited activity. The Guide should
specify the source of this prohibition. If the activity is prohibited, then it should be clearly
identified as illegal under the law, with the specific regulation cited.
5.52 - This paragraph should state that the Federal Financial Institutions Examination
Counsel (FFIEC) policy statement has been amended to require high risk securities to be
classified as Available for Sale (AFS) or trading only if deemed high risk at the date of

acquisition. Mortgage backed securities not considered high risk at the date of acquisition
and classified as HTM are not required to be reclassified if subsequently they become high

risk securities.
5.53 - Add the following sentence before the last sentence of this paragraph: "Conversely,
certain instruments that have been classified as loans for regulatory purposes may meet the
SFAS 115 definition of a security and may have to be reclassified to the held-to-maturity

or available-for-sale categories, depending on management's intent."

The last sentence should then be modified to read: "The independent accountant should
examine whether such securities and loans have been property identified and reclassified
from their regulatory categories for purposes of applying SFAS 115."

5.54 - This paragraph, which repeats the definitions of SFAS 115’s security classifications,
should precede paragraph 5.50, which begins the Guide's discussion of these security
classifications.

5.58 - The first sentence should be modified to read as follows:
"The period of amortization or accretion for debt securities should generally extend
from the purchase date to the maturity date, unless it is probable that a debt security
will be redeemed at an earlier call date."
5.70 - Wash sales do not need to be discussed in the Guide. The concept, although still
relevant from a tax avoidance standpoint, is irrelevant from a SFAS 115 standpoint.

Assuming a bank is willing to accept the tax consequences, a bona fide sale has occurred
in its available-for-sale or trading classifications. Unless a bank wants immediate SEC
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enforcement action, wash sales will never occur in the HTM category. Wash sales not
only create no audit or accounting risk under SFAS 115, but this discussion also
effectively creates a conceptually unsound parallel standard to SFAS 115.
5.72 - The first sentence which defines a short sale could be interpreted as a forward
agreement which may or may not be a trading activity. The Guide should state that
forward sales are not considered short sales.

5.83 - As in Paragraph 5.82, the Guide should note here also that these disclosures are
required by SFAS 115.

Chapter 6 - Loans

Generically, all references to SFAS 114 should also reference SFAS 118.

6.45 - All loans that are held for sale are carried at the lower of cost or market. The
guidance in paragraph 6.45 is limited to mortgage loans and mortgage-backed securities.
It should be expanded to cover all loans held for sale.
6.46 - Paragraph should refer to SFAS 118 (which revises SFAS 114) to allow creditors
to use existing methods for recognizing interest income on impaired loans.

6.60 - Footnote 8 is confusing and misleading. The concept of a nonaccrual loan is still
relevant to GAAP/Regulatory Accounting Principles (RAP) literature, and not just to
those loans outside the scope of SFAS 114.
Chanter 7 - Allowance for Credit Losses

Generically, all references to SFAS 114 should also reference SFAS 118.
7.6 - Provides examples of categories often used - Individually identified impaired loans,
pools of smaller-balance homogeneous loans and leases, and unidentified impaired loans.
It should be reemphasized that these three categories are meant as examples and not as
required segments to be used (and disclosed) for estimating the overall allowance for
credit losses.

The term "individually identified" should be omitted from the category "Individually
Identified Impaired Loans." Instead, the category should be termed "SFAS 114 Impaired
Loans," to agree with the definition provided in the Guide. Also, while SFAS 114
generally prescribes a loan-by-loan basis for those impaired loans with risk characteristics
that are unique to the individual borrower, SFAS 114 does permit aggregation for those
impaired loans with common risk characteristics.
7.15, 730 and Exhibit 7.17 - These paragraphs and the exhibit state that the allowance
necessary for credit risk associated with certain off-balance sheet financial instruments
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(such as credit commitments, guarantees and letters of credit) should be reported
separately as a liability and not as part of the allowance for credit losses. The banking
industry disagrees with this position. Currently, banks include the credit risk associated
with guarantees and letters of credit with the amount reported for the overall allowance
for credit losses. When assessing credit risk in determining the overall adequacy of the
allowance, banks review the relationship with a borrower, which includes not only loan
outstandings, but also unused credit commitments, guarantees, letters of credit, etc.
Credit risk assessment is not determined for each component, but instead for the
relationship in entirety. Therefore, it is not possible to separate the amount of the overall
allowance associated with credit risk from certain off-balance sheet financial instruments,
such as credit commitments, guarantees and letters of credit.

In addition, from a conceptual standpoint, these reserves do not meet the characteristics of
a liability as defined by FASB Statement of Concepts No. 6, Elements of Financial
Statements. Therefore, it would be inappropriate and also misleading and confusing to
financial statement users to report as a liability an amount of the overall allowance
associated with credit risk from such financial instruments as credit commitments,
guarantees and letters of credit.

Chanter 8 - Loan Sales and Mortgage Banking Activities
Make reference to FASB’s current project to issue an Exposure Draft, Accounting for
Transfers ofFinancial Assets and Extinguishment ofLiabilities ("Securitization Project").
This project may have a significant impact on the accounting for loan sales. Additionally,
state that it may supersede SFAS 77.
83 - First sentence should contain reference to the Federal Housing Administration
(FHA), which also approves mortgages and guarantees payments.

8.10 (b.) - Add "etc." after "released" since many factors comprise a market.
8.10 (c.) and (d.) - Move these items to a separate paragraph rather than subsections of
8.10, which addresses market value.

8.11 - While this is current GAAP in accordance with SFAS 115, the Securitization
Project may change this. Note this possible development in the paragraph.
8.12 - The Guide states that the objectives of accounting for loan sales are to recognize
the economic gain or loss from the transaction in the period of sale and avoid recognition
of income or expenses attributable to future periods. The substance of the transaction
determines the appropriate accounting treatment and not the objectives of the party to the
transactions. Reword the first sentence to state this.

In the second sentence replace, "and are not to be serviced by the selling institution", with
"servicing released."
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8.14 - Make reference in this paragraph to Emerging Issues Task Force (EITF) 86-38,
Implications ofMortgage Prepayments on Amortization of Servicing Rights.

8.15 - The second sentence essentially articulates the consensus reached in EITF 94-5,
Determination of What Constitutes All Risk and Rewards and No Significant Unresolved

Contingencies in a Sale ofMortgage Loan Servicing Rights under Issue No. 89-5, which
defines sale of servicing rights, not loans. The Guide should include the conditions to be
met under SFAS 77 to recognize a gain on sale of loans.

Although the sentence in parenthesis is current GAAP in accordance with SFAS 115,
make reference to the Securitization Project that will address this issue.
8.18 - In the second sentence, state that there are generally restrictions as to what the
servicer can invest the payments received in accordance with the servicer's agreement.

8.19 - In the third sentence, make reference to paragraph 18 in SFAS 65, Accountingfor
Certain Mortgage Banking Activities.

In the last sentence, change "periodically" to "routinely" to be consistent with terminology
used in section 8.14 of the Draft.

FASB’s Exposure Draft, Accountingfor Mortgage Servicing Rights and Excess Servicing
Receivables andfor Securitization ofMortgage Loans, an amendment of FASB Statement
No. 65, no longer refers to purchased mortgage servicing rights (PMSR) as an intangible

asset. Reference to Chapter 10 may be misleading, since that chapter refers to PMSR as
an intangible and does not address the new FASB project.
8.21 - We are not aware of any GAAP guidance that prohibits income recognition on the
sale of servicing rights when the loans are retained, as discussed in the second sentence.
This statement should be deleted or referenced to authoritative guidance.

8.22 - Update this paragraph to include a discussion of EITF 94-5.

8.23 - Include reference to EITF 94-5.
First Bullet - Replace "investor" with "buyer" to be consistent with EITF 94-5's reference
to buyer and seller.

Third Bullet - In the first sentence, indicate that a transaction can be recognized as a sale if
representation and warranty provisions are not significant. In the third sentence, replace
"investor" with "buyer" to be consistent with EITF 94-5's reference to buyer and seller.
Fourth bullet - State that a note receivable does not qualify as a down payment and is not
acceptable to record a sale.
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8.28 - In the third and fourth sentences and the fifth, sixth, seventh, eighth and ninth
bullets, refer to the GAAP guidance that requires these disclosures. Eliminate all
disclosures not currently required by SFAS 65 or the proposed FASB statement on
mortgage servicing rights.

Chapter 9 - Real Estate Investments, Real Estate Owned and Other Foreclosed
Assets
SFAS 114, which is effective for fiscal years beginning after December 15, 1994,
eliminates the concept of in-substance foreclosed assets. The Guide should reflect this
change from current practice.

Chapter 10 - Other Assets

10.1,103 and 10.16 - Reference to PMSR as an intangible asset is made. However, the
FASB Exposure Draft to amend SFAS 65 does not refer to PMSRs as intangibles. This
development should be referenced.
10.7 - The FRS allows amortization of goodwill over periods not to exceed 20 years.

10.8 - The Guide should state what guidance depository institutions should follow among
the many treatments of goodwill amortization listed.

10.12 - Reference should be made to possible changes due to the current FASB project on
Consolidations.

10.20 - The Guide requires details of intangible asset activity to be disclosed in the
financial statements. These disclosure requirements should be referenced to authoritative
guidance or deleted.
Chanter 11 - Deposits

11.11 - In the last sentence, the word "returned” should be replaced by "turned over."
11.15 - A clearinghouse bank also performs the clearinghouse function referred to in the
last sentence.

Chanter 12 - Federal Funds and Repurchase Agreements
Make reference to the FASB's Securitization Project.

12.20 - In the first sentence, include a reference to cash margin payments made by both
parties.
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Refer to the FASB's Proposed Interpretation, Offsetting of Amounts Related to Certain
Repurchase and Reverse Repurchase Agreements, an Interpretation of APB Opinion No.
10 and a modification ofFASB Interpretation No. 39, and its impact on this chapter.

12.23 - Include the exception to the "one year" requirement that exists in Call Report
Instructions Glossary, page A-48, third paragraph, for repurchase agreements with an
original maturity exceeding 12 months.
12.24 - Refer to Proposed Interpretation of FASB Interpretation No. 39, Offsetting of
Amounts Related to Certain Contracts (FIN 39).
1230 - The language is per SOP 90-3, Definition of the Term Substantially the Same for
Holders of Debt Instruments, as Used in Certain Audit Guides and a Statement of
Position, and, therefore, reference to this Statement should be made.

1234 - Regarding the reference in the third sentence to "may not retain the risks and
opportunities of ownership...", the treatment is dependent upon the circumstances and
evaluation of the risks and opportunities. Clearly state this.

1235 - Combine this section with section 12.33.
1236 (a.) - Eliminate any disclosures not currently required by the FASB.
Third bullet - Require this disclosure in general terms, not specific terms.

Chapter 14 - Income Taxes

1431 - The Guide implies, but does not state, that fixture originating differences may be
included in the one year's worth of fixture taxable income. Since some debate exists on
this subject, the Guide should mention specifically that two acceptable alternatives are
available in this regard (with or without fixture originating differences).

1437 - State the accounting standard that requires this disclosure.

Chapter 15 - Futures, Forwards, Options, Swans and Similar Financial Instruments
15.6 - Add "incremental" before "net obligation" in last sentence.
15.9 - Spot contracts normally call for settlement within two (not 10) days.

15.15 - The guidance in FIN 39 should be discussed in the last sentence relating to
offsetting of payable and receivable swap positions.
15.17 - Synthetic instruments should be included in the discussion of interest-rate swaps.

-12-

1532 - Add a sentence at end of the section - "The premium paid to purchase the cap is
generally offset (or partially offset) by the premium received for the written floor, reducing
the cost of the cap."
1534 - Footnote 1 should be updated to reflect the issuance of FASB's guidance, if any.
1535 - "Firm commitments" should be added before "anticipated transactions" in the first
sentence. A hedge should be defined. Also, add discussion regarding treatment of related
options premium unamortized at termination of hedge, that is, charge to expense
immediately.

15.49 - Language is confusing.
15.79 - Add "potentially" before "high-risk" in the last sentence.
15.80 - Objectives - This guidance appears to only apply to "off-balance sheet." Should
address speculation, market-making and synthetics.

Transaction limits - exposure limits should also be addressed.
Chapter 17 - Trust Services and Activities

Chapter fails to address the investment policy for common trust investments, that is, what
are the applicable rules, what mechanisms exist to monitor abuses, etc.

Ernst& Young llp

787 Seventh Avenue
New York, New York 10019

January 6,1995
Mr. James F. Green
Federal Government Division
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, D.C. 20004-1081

Proposed Audit and Accounting Guide. “Banks and Savings Institutions” (File B-1-500)

Dear Mr. Green:

We are pleased to comment on the proposed Audit and Accounting Guide (Guide) referred to above.
We believe the Guide contains useful guidance that will heighten auditors' awareness of complex
issues encountered in audits of banks and savings institutions and accordingly, support its issuance.

Disclosures about Regulatory Matters
Notwithstanding our overall support of the Guide, we believe the risk based capital (RBC) disclosure
requirements in paragraphs 2.48 through 2.54 should be excluded from the Guide until the same
issue with regard to the insurance industry is resolved. The RBC disclosures were included at the
request of the Accounting Standards Executive Committee (AcSEC) to make the Guide consistent
with RBC disclosures AcSEC expected to be included in SOP 94-5, Disclosures of Certain Matters
in the Financial Statements of Insurance Enterprises. As discussed in paragraphs B-5 to B-13 of
SOP 94-5, AcSEC removed the RBC disclosure requirements from the SOP and agreed to consider
issuing a separate SOP addressing RBC disclosures when certain legal concerns about making such
disclosures are resolved. We believe the regulatory framework for prompt corrective action and
disclosures about an institution’s capital level that could indicate a declining trend should continue to
be made under existing practices (e.g., in conjunction with “going concern” considerations) and any
additional specific RBC disclosures for banks and savings institutions should be revisited when
AcSEC again considers such disclosures for insurance companies.
As proposed, disclosures regarding regulatory matters would include amounts and ratios for both
“capital adequacy” and “prompt corrective action,” which we believe is excessive. In our view, the
prompt corrective action framework provides ample information to assess the regulatory risks
presented in the operations of an institution. Accordingly, when RBC disclosures are reconsidered
as we have recommended, we also recommend deleting the requirement to disclose capital adequacy
information.

Other Comments
We offer the following with respect to the specific issues requested for comment:

Ernst&Younc llp
January 6,1995
Page 2

Mr. James F. Green

Issue 2: Income Recognition for Impaired Loans. In light of the issuance of FASB Statement
No. 118, Accounting by Creditors for Impairment of a Loan—Income Recognition and
Disclosures, Paragraph 6.46 of the Guide should be deleted and consideration should be given
to replacing it with guidance from paragraphs 7.35 through 7.37 of the AICPA's Audits of
Banks Industry Audit Guide and paragraph 6.23 of the AICPA's Audits of Savings Institutions

Audit and Accounting Guide. Absent any FASB additional guidance on how a creditor should
recognize, measure, or display interest income on impaired loans, the AICPA guidance may
still be useful to retain in the authoritative literature.
In addition, because a creditor could change to the two income recognition methods discussed
in FASB Statement No. 114, Accounting by Creditors for Impairment of a Loan, prior to
amendment, consideration should be given to providing guidance on how a creditor would
apply these methods if members of the AICPA’s Banking and Savings Institution Committees
believe that a significant number of institutions will adopt either of these methods.
Issue 3: Derivative Financial Instruments. The disclosure requirements in paragraph 15.74 of

the Guide should be deleted and replaced with the disclosure requirements in FASB Statement
No. 119, Disclosure about Derivative Financial Instruments and Fair Value of Financial
Instruments.

Issue 4: Loan Accounting. We believe that paragraph 6.44 captures current practice with

respect to loan accounting and the inclusion of this paragraph will assist the user of the Guide
to understand there is a different accounting model for loans and for investment securities. We
also believe that in order to be consistent with footnote 1 to paragraph 7.1, the last sentence of
this paragraph should be revised. The phrase “allowance for credit losses” should be changed
to “allowance for loan losses.” This would clarify that the allowance referred to is exclusive of
allowances for credit losses for financial instruments other than loans, e.g., derivatives.
In addition, we believe that paragraph 6.44 should be expanded to capture current practice with
respect to accounting for loans, other than mortgage loans, that are held for sale.
Other specific issues for comment (Issues 1,5 and 6). We believe the scope of the Guide with
respect to nonfederal insured institutions and trust services and activities is appropriate. We
concur with the elimination of certain miscellaneous disclosures for the reasons cited in the
Guide.

Our other comments regarding the proposed Guide are presented in Attachment A to this letter.

********

We are available to meet with you at your convenience to discuss any aspect of our letter.
Very truly yours,

Attachment

Attachment A
Page 1

Page

Section

Comment

2

1.7 through This section includes a brief discussion of the current regulatory
framework and identification of the primary supervisory agencies.
1.9
While the Guide should not provide an in-depth review of the bank
regulatory system and its complexity, providing a broader overview of
the current bank regulatory structure will help auditors understand what
type of charter, which regulator and whose rules (laws and regulations)
the bank must abide by.

8

2.13

This paragraph should be revised. The recently passed Community
Development Banking Act contains several important changes to the
examination process including coordination of examinations between
regulatory agencies and changes to the examination cycle. Upon
implementation, institutions with less than $250 million in assets and a
CAMEL rating of 1 will be examined once every 18 months. Institutions
with less than $100 million in assets (ceiling can be raised to $175
million by the agencies) and a CAMEL rating of 2 or higher will be
examined once every 18 months.

14

2.49

The phrase “reasonable period of time" in the second sentence of the first
paragraph and in the first bullet should be expanded to conform to SAS
59's one year from the balance sheet date evaluation period.

25

2.92 through There are numerous sources of regulatory information, far more than
2.97
what's listed in the Guide. Additional sources of basic information, such
as the Comptroller’s Examination Handbook, Federal Reserve Trading
Activities Manual, and others may be worth listing.

30

3.1

This paragraph inappropriately implies that it is the independent
accountants' responsibility to ensure that the institution meets regulatory
reporting requirements and should be revised.

63

5.52

This paragraph should be updated for FFIEC Supervisory Policy
Statement on Securities Activities dated August 8,1994.

67

5.75

This paragraph should be updated for the issuance of FASB TB No. 94-1
and EITF 94-8.

67

5.76

Practice Bulletin 6 and FASB Statement Nos. 114 and 115 are
inconsistent and therefore clarification is necessary. Specifically,
paragraphs .13 through .18 of the Practice Bulletin with respect to
accounting for and evaluating the continued collectibility of acquired
loans (which includes certain debt which falls under the scope of FASB
Statement 115) are inconsistent with the guidance in the FASB
Statements.
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Section

Comment

77

6.3,6.4

This section and/or chapter 7 should include a comment that lending
credit strategies are only one part of global credit strategies which
include off balance sheet items, derivatives, etc. Accordingly, a credit
monitoring system which incorporates the credit risk of all financial
instruments is crucial for a sound internal control environment

79

6.10

This paragraph should be clarified to reflect that sound credit
underwriting standards should be established and appropriate credit
limits should be set prior to credit origination.

80

6.16

Loan reviews are not limited to individual loans and the paragraph
should clarify this.

81

6.17

We suggest that item (a) address interest consistent with the other items
in this section.

84

6.33

The last sentence of this paragraph highlights trade financing to be of
high risk. Because other types of lending are not so designated, this
should either be deleted or expanded to clarify why this type of lending
has been identified as such.

85

6.38

The second to last sentence of this paragraph should be clarified to state
that the lead institution must fund the loan commitment if the
participating bank is unable to fund the loan.

86

6.43

This paragraph should be revised to reflect subsequent regulatory
guidelines issued in October 1994.

86

6.44,6.45

A paragraph should be added to discuss current practice for accounting
for loans (other than mortgage loans held for sale as addressed in 6.45)
that management does not intend to hold for the foreseeable future (i.e.,
classified as held for sale and reported at the lower of cost or market
value).

89

6.60

The last sentence in this paragraph is not true for most Brady Bonds and
quite a few LDC loans. The LDC secondary market has grown quite
active and market quotes and Reuters screens are often the best indicator
of value.

117

7.40

Item (b) in this paragraph should be deleted because it generally is not
done in practice. It is the institution's responsibility to document their
calculation and assumptions in determining the adequacy of the
allowance for credit losses. The independent accountant typically tests
this calculation.

119

7.52

The last sentence of this paragraph should be modified to clarify that it
was not referring to the life of the loan method of providing for reserves
for pools of loans.
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137

fn. 2

The sentence “Paragraph 13 of FASB Statement No 114 requires ...”
although factually correct, is out of place here as it discusses valuation
vs. clarifying the definition of foreclosed assets. This would be more
appropriate in Chapter 7.

142

9.24

The first bullet of this paragraph lists written policies and procedures as
an internal control. Although lack of such policies and procedures
would be indicative of a poor control environment, the existence of
written policies and procedures, per se, is not an internal control.
Procedures that ensure such policies are implemented, reviewed and
updated would be considered an element of internal control.

151

11.3

Debit Card transactions and related point-of-sale transactions should be
discussed as many institutions are utilizing that type of card instead of
traditional check writing and ATM cards.

152

11.10

This paragraph should include a discussion of why brokered deposits are
considered more risky than typical deposits.

153

11.17

The word “proving” in item (a) should be clarified. Additionally, items
(a) and (c) often happen concurrently. This should be clarified in this
paragraph.

153

11.20

This paragraph discusses the exchange of checks among participants but
does not mention the use of a cash letter. This would be an appropriate
place to tie in the utilization of cash letters.

156

11.34

These disclosures should specify the periods covered.

156

11.36

Based on order of importance, we suggest that these items be organized
in the following order (g),(c),(e),(f),(a),(b), and (d)

159

11.43

In this paragraph’s discussion of confirmations there is a sentence that “It
may be appropriate....to include negative confirmation requests with the
depositor’s regular statements.” In this situation, the independent
accountant should consider periodically verifying the response rate
through positive confirmations to ensure that the appropriate number of
negative confirmations are sent

190

14.23

Guidance to address hedging for tax purposes should be added.

191

14.27

The first bullet in this paragraph is not applicable for savings institutions,
while the second bullet is not true for savings institutions.

202

15.34

This paragraph lists item (e), “Risk management service for clients,” as a
reason that depository institutions acquire or create financial instruments.
Items (a) through (d) are further discussed in this chapter. We suggest
further elaboration of item (e) as well.
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203

15.42

Consider making a point about the importance of internally marking-tomarket in managing risks.

204

15.47

Consider referring to the recent risk management guidance issued by the
OCC.

209-211

15.70-15.74

The disclosure requirements of FASB Statement No. 119 should be
incorporated in this section.

214

15.83

Other tests for hedges that should be considered include: (1) tests of
credit and other analyses related to counterparties to ensure that they will
be able to fulfill their obligations under the financial instrument contract,
(2) considering whether there has been a pattern of extensive closing out
or repositioning financial instrument positions, potentially indicating the
transactions might be active position-taking, and (3) reviewing
accounting transactions subsequent to the balance sheet date for
undisclosed hedges.

225

17.5

It should be clarified that entities other than individuals may have trust
accounts deemed to be “personal trusts" (e.g., foundations, college
endowment funds, and accounts of non-profit entities are all deemed to
be “personal trust" accounts).

225

17.5

Item (f) is a descriptive modifier of items (a), (b) and (e) and not a type
of personal trust account Consider deleting this item.

225

17.6

Other types of significant corporate trust accounts should be listed here
(e.g., agency agreements where a trust department provides custodial and
investment and administrative services for the investment portfolio of a
corporate customer.)

225/6

17.6/17.7

Securities lending should either be described as a corporate trust function
or described in the employee benefit trust section.

226

17.9

The sale of non-deposit investment products (mutual funds) has captured
the attention of the regulatory agencies, and they have issued a number
of guidelines governing mutual fund sales. The most recent of these is
section 413 of the Comptroller’s Handbook. Paragraph 17.9 should
briefly review key regulatory provisions related to the sales of mutual
funds by banks.
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227

17.10

Comment

In addition to 12 CFR, Part 9, there are other key regulatory matters,
including Registrar/Transfer rules and OCC Rule 17AD, which should
be considered.

This section should mention that Options Clearing Corporation (OCC)
rules require an independent auditors' report on controls over segregating
and safekeeping securities backing options written.
Securities lending (DOL prohibited transaction exception rules) should
be addressed.

240-261

Chapter 19

This chapter should be updated to reflect the disclosure requirements of
FASB Statement Nos. 118 and 119. Additional disclosures that should
be considered are:

Disclose any withdrawal and usage restrictions (including average
reserve balances required to be maintained with the Federal Reserve)
or compensating balance requirements. (SX 9-03.1(a)) (FRR 1,203)
In addition to the amount capitalized during the period in connection
with acquiring the right to service mortgage loans and the amount of
amortization for each reporting period, disclosure of the method of
amortizing the capitalized amount should be made. (FAS 65, 30)

270

The second bullet under the second full paragraph on this page implies
that an engagement letter always exists. Because an engagement letter is
not required (as discussed in the last paragraph on page 272) this should
be clarified.

271

In the section entitled “Scope of Service Rendered by CPAs,” it should
be indicated that certain state banking agencies provide “minimum audit
programs” which provide audit steps to be performed to comply with the
agency's specific examination requirements.

275

The engagement letter also should indicate that, if the scope includes
testing certain internal control elements, the CPA will not express an
opinion on the effectiveness of the system of internal controls.

272

See prior comment for page 270 with respect to the last paragraph on this
page.

324
through
331

Reference should be made to the AICPA's proposed revisions to SAS 35
and SSAE 3.

Office of Thrift Supervision
Department of the Treasury
1700 G Street, N.W., Washington, D.C. 20552 • (202) 906-6000

January 10, 1995
Mr. James F. Green, Technical Manager
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue
Washington, DC 20004-1081
Re:

File B-l-500

INTRODUCTION
In this letter, we submit comments on the AICPA's August 1994
exposure draft of a proposed Audit and Accounting Guide, "Banks
and Savings Institutions". The comment deadline on the proposed
Guide was November 30, 1994. Please accept our apology for not
providing these comments in a timely manner.

Please note that this letter reflects the personal views of
certain staff of the Office of Thrift Supervision ("OTS"); but
that this letter does not necessarily reflect the official views
of the OTS or its Director. Also, please note that we have
included in this letter only our most substantive comments on
matters with regulatory significance. We will continue to provide
other comments on an informal basis.
Overall, we support the issuance of the Guide, and we commend
the efforts of the AICPA's Banking and Savings Institutions
Committees, and the AICPA staff in this regard.

BACKGROUND
The OTS is the primary Federal regulatory agency for the
nation's 1,580 savings associations whose deposits are insured by
the Savings Associations Insurance Fund (SAIF). OTS-regulated
savings associations, with aggregate total assets of $780 billion,
account for the majority of the 2,200 Federally-regulated savings
associations, which also include those whose deposits are insured
by the Bank Insurance Fund (BIF).
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ISSUES RAISED BY OTS STAFF

Allowance for Credit Losses
We believe that the "Worksheet for Estimating Allowances and
Liability for Credit Losses" (Exhibit 7.17) included in paragraph
7.16 is inconsistent with predominant thrift industry practice and
thrift regulatory policies, and is theoretically flawed.

The worksheet suggests that for "individually identified
impaired" loans, an allowance determined in accordance with SFAS
No. 5 is not appropriate, as any allowance determined in
accordance with SFAS No. 114 reflects all probable losses, both
identified and unidentified. To the contrary, we believe that:

1. For loans deemed impaired in accordance with SFAS No. 114,
whether or not there is any measure of impairment in
accordance with SFAS No. 114, an allowance determined in
accordance with SFAS No. 5 may be appropriate, where losses,
including unidentified losses, are probable;

2. For many reasons, including the inherent imprecision in
estimates, all probable losses are frequently not reflected
in the allowance determined in accordance with SFAS No. 114;
and
3. In addition to any individual evaluation for impairment in
accordance with SFAS No. 114, all loans should be included in
a collective evaluation for impairment.
As an example of predominant thrift industry practice, please
note the following excerpt from disclosures made by one of the
largest thrifts, in its 1993 audited financial statements included
in its Form 10-K, filed in 1994:
Allowance for Loan Losses
Specific allowances are provided when an identified decline
in the value of a specific loan (or related collateral) is
identified. For loans secured by real estate or other
collateral, the Bank provides specific allowances based upon
the excess of the outstanding loan amount over the fair value
of the related collateral, with consideration of holding and
selling costs.
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General allowances are based upon the inherent risk in the
loan portfolio that has not been specifically identified.
General allowances are based upon a number of factors,
including historical loss experience, the level of
non-performing and internally-classified loans, the
composition of the loan portfolio, estimated remaining lives
of the various types of loans within the portfolio,
prevailing and forecasted economic conditions, and the Bank's
judgment. General allowances are provided for all loans,
regardless of any specific allowances provided.
[Underlines added and certain edits made.]

Since at least 1988, pursuant to the asset classification
provisions of CEBA, OTS policies have required the consideration
of general allowances on loans and other assets where specific
allowances or charge-offs have been established. In general,
under these policies, specific allowances or charge-offs result
from individual evaluation, whereas general allowances result from
collective evaluation.
In addition, in 1993, OTS policies were made more explicit in
this regard. Effective September 1993, the OTS instituted a
policy that requires specific allowances or charge-offs be
established on troubled, collateral-dependent loans in a manner
consistent with SFAS No. 114. In addition, under that policy, the
reduced carrying value of such loans is generally classified as
“substandard”. Under the December 1993 "Interagency Policy
Statement on the Allowance for Loan and Lease Losses”, adopted by
the OTS and the Federal bank regulatory agencies, an allowance
should be established on assets classified "substandard”, at a
level adequate to absorb all estimated credit losses over the
remaining effective lives of such assets.

Further, in May 1994, the FFIEC issued the following
recommendation:

Additional allowances on impaired loans over and above what
is required under SFAS No. 114 are not automatically
required. However, an additional allowance on impaired loans
may be necessary, based on consideration of
institution-specific factors, such as historical loss
experience compared with estimates of such losses, and
concerns about the reliability of cash flow estimates, or the
quality of an institution's loan review function and controls
over its process for estimating its SFAS No. 114 allowance.
[Underlines added and certain edits made.]

January 10, 1995
Page 4 of 6
Accordingly, we recommend that the worksheet be changed, such
that, for "individually identified impaired" loans, an allowance
determined in accordance with SFAS No. 5 may be appropriate, where
losses, including unidentified losses, are probable.
Alternatively, the proposed Guide could be silent on this issue,
as is SFAS No. 114.

RAP-GAAP Differences
We believe that paragraph 2.81 includes two items that are
not RAP-GAAP differences.
Offsetting of Negative and Positive Goodwill

The proposed Guide states that, consistent with APBO No. 16,
the three bank regulatory agencies require negative goodwill be
reported as a deferred credit, with no offset against positive
goodwill; and that the OTS permits negative goodwill to be offset
against positive goodwill.
We do not believe that APBO No. 16 provides any guidance with
respect to the offsetting of negative and positive goodwill.
However, the OTS permits the offsetting of negative and positive
goodwill for regulatory capital purposes, and for regulatory
reporting purposes, to the extent permitted by GAAP. In addition,
we have observed where at least one "Big 6" accounting firm
(represented on both the AICPA Bank Committee and Savings
Associations Committee) has permitted the offsetting of negative
and positive goodwill for balance sheet presentation purposes.

Valuation of Foreclosed Real Estate
The proposed Guide states that the OTS requires general
allowances on foreclosed real estate (REO); and that the other
agencies have adopted GAAP.

The OTS policy on this issue is stated in Section 261 of the
OTS Thrift Activities Regulatory Handbook, as follows:
General allowances on REO are not automatically required.
However, general allowances on REO should be established
where holding period costs or losses on disposition are not
otherwise reflected in the carrying value. The level of any
general allowance on REO should be based on historical net
loss experience, adjusted for current conditions and trends.
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As pointed out earlier in this paper, since at least 1988,
pursuant to the asset classification provisions of CEBA, OTS
policies have required the consideration of general allowances on
loans and other assets where specific allowances or charge-offs
have been established. In general, under these policies, specific
allowances or charge-offs result from individual evaluation,
whereas general allowances result from collective evaluation.
The proposed Guide seems to suggest that general allowances
on REO is inconsistent with GAAP. To the contrary, we believe
that:

1. For foreclosed assets valued in accordance with AICPA SOP
92-3, an allowance determined in accordance with SFAS No. 5
may be appropriate, where losses, including unidentified
losses, are probable;

2. For many reasons, including the inherent imprecision in
estimates, all probable losses are frequently not reflected
in the value determined in accordance with AICPA SOP 92-3;
and
3. In addition to any individual evaluation for impairment in
accordance with AICPA SOP 92-3, all foreclosed assets should
be included in a collective evaluation for impairment.
Further, based on our observations, the reporting of general
allowances on REO in general purpose financial statements is
predominant thrift industry practice.

Regulatory Capital Disclosures
We do not believe that the proposed regulatory capital
disclosures in paragraphs 2.48 through 2.54 of the proposed Guide
are adequate, as significant differences between GAAP capital and
regulatory (RAP) capital are not required to be disclosed. We
agree with the statement in paragraph 2.48, "Noncompliance with
regulatory capital requirements could materially affect the
economic resources of a bank or savings institution and claims to
those resources." We further believe that the appropriate
computation of regulatory capital amounts is a critical regulatory
exercise.
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Currently, consistent with regulatory
generally disclose such differences in the
reconciliation, either in the footnotes or
schedule. We believe required disclosures
"RAP/GAP" reconciliation.

policies, thrifts
form of a "RAP/GAAP"
in a supplemental
should include a

CLOSING

We appreciate this opportunity to provide comments,
if you
have any questions, please feel free to contact me at
202-906-5645, or Timothy J. Stier, Deputy Chief Accountant, at
202-906-5699.
Respectfully yours,

David H. Martens
Chief Accountant

cc:

Robert F. Storch, FDIC
Gerald A. Edwards, FRB
Zane Blackburn, OCC
Marti Sworobuk, SCBA

BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
WASHINGTON, D. C. 20551

DIVISION OF BANKING
SUPERVISION AND REGULATION

January 13,1995

Mr. James F. Green
Technical Manager
Federal Government Division
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-1081

Re:

File B-1-500

Dear Jim:
The staff of the Federal Reserve Board appreciates the opportunity to comment
on the American Institute of Certified Public Accountants’ (AICPA) proposed Audit and
Accounting Guide for Banks and Savings Institutions, which would supersede existing
auditing guidance. Board staff supports the issuance of this updated audit and
accounting guidance that covers both banks and savings institutions. The proposed guide
enhances the discussion of regulatory issues presented in the current guide by describing
the overall regulatory and supervisory framework and providing a summary of regulatory
concerns in each major subject area. The proposed guide would also provide added
instructions to accounting practitioners and auditors on several aspects of accounting that
are unique to the banking industry and would provide an update on important matters
that have occurred in the industry since the last guide was issued.
While we believe that proposed guidance will provide many benefits, we also
believe that a few revisions to certain chapters would improve the overall accuracy and
quality of the guide. I have enclosed an appendix of staff comments that provides our
detailed comments on the guide.
The frequency of the updates to the bank audit guide has concerned me. The
current guide was issued in 1983, over ten years ago. Since that time, the incidence of
new accounting and auditing issues arising from new, complex transactions has far out
paced the available guidance on such matters. I can not stress how important it is to
maintain an up-to-date audit guide. I hope that in the future, the AICPA will make
every effort to update the guide on a more frequent basis to prevent the guide from
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becoming outdated or, given the current pace of change, irrelevant. In this regard, if the
Federal Reserve System can be of assistance to the AICPA in its efforts to keep up-todate on bank supervisory issues, we would welcome the opportunity to contribute.
I hope that our comments will be helpful in finalizing the new audit an accounting
guide. If you have any questions regarding our comments, pleased feel free to contact
me (452-2741) or Arthur Lindo (452-2695).

Gerald A. Edwards,.
Assistant Director

Enclosure

COMMENTS ON
PROPOSED AUDIT AND ACCOUNTING GUIDE OF BANKS AND SAVINGS INSTITUTIONS
A. General Comments

1. ) The AICPA should perform an overall review of the guide to ensure the completeness of
the discussion of all recently issued accounting standards and regulatory policies. In our review,
we noted several omissions (e.g., regulatory capital rules concerning FAS 115 GAAP (see
comment page 63, section 553), structured notes (see comment page 63, section 553), and the
interagency guidance on the allowance for loan and lease losses (see comment page 111, section
7.17)). The AICPA should review all the supervisory policies and regulations referenced in the
guide to determine that they have not been revised or deleted since the proposed guide was
issued.
2.) Throughout the guide, we noticed instances where dots, dashes, letters, and bullet points
were used interchangeably to separate paragraphs. A consistent approach should be used
throughout the guide.
B. Specific Issues for Comment

1. ) With respect to the repeal of the income recognition guidance in FAS 114, we recommend
that the guide should make reference to the income recognition guidance in the instructions to
the bank Call Report as an appropriate method for income recognition.

2. ) We recommend that the discussion on derivatives be updated to reflect the new disclosure
requirements of FAS No. 119.
3. ) Deposit disclosures for major types of interest-bearing and noninterest-bearing deposits
should continue to be disclosed in the footnotes to the financial statements since such
disclosures are useful in the supervisory process and can be useful for other financial statement
users.
4. ) The requirements of AICPA SOP 86-1 should apply equally to banks and savings
institutions.

5.) We are concerned about the appropriateness of requiring "audited" disclosures of regulatory
capital as recommended in paragraphs 2.48 and subsequent. Certainly, such a requirement
would provide the Federal Reserve and the other banking agencies with greater assurance of
the "fair presentation" of the data presented. However, we are concerned that the benefit of
providing audited disclosures given the costs that will be incurred by most banking institutions,
particularly those institutions that are considered to be well capitalized. This will likely increase
the auditing fees for most institutions. If the disclosure is audited for the express purpose of
assuring regulators that regulatory capital is fairly stated, it would be of limited benefit to the
banking agencies’ since current examination procedures include an analysis of regulatory capital.
6. ) The objective of financial statement disclosures is to provide the basis for comparative
analysis among reporting entities. Reducing or eliminating the regulatory capital disclosures for

a portion of the industry may not provide reviewers of those financial statements with sufficient
information to perform comparability analysis among banking institutions.
)7. The auditing guidance in paragraphs 2.98 through 2.110 fails to discuss, in sufficient detail,
how factors such as the regulators’ assessment of asset quality, management competency,
earnings, and compliance with laws and regulations might be used to assess the effectiveness of
an institution’s internal control structure over financial reporting and to assess the inherent risks
in the financial statements. These paragraphs place considerable emphasis on inherent risks
associated with regulatory capital matters to the apparent detriment of all other regulatory
issues. See comments on paragraph 2.104.

C. Chapter 1, Industry Overview
1. ) Paragraph 1.2 (Page 1): Regulation and Supervision. Replace the phrase "Federal Reserve
System (FRS)" in the second sentence with the phrase "Board of Governors of the Federal
Reserve System (FRB)." Also, replace all other references to "FRS" located throughout the
guide to "FRB."
2. ) Paragraph 1.10 (Page 3): Regulation and Supervision. Replace the phrase "are represented on
the" in the third sentence with the phrase "comprise the". Also, insert the phrase "related to
banking and thrift activities" after the word "areas" in the last sentence.

D. Chapter 2. Regulation and Supervision
1. ) Paragraph 2.6 (Page 7): Regulatory Approach. Amend the third sentence in the paragraph to
indicate that the federal government’s deposit insurance losses were incurred primarily as a
result of corresponding losses of the S&L industry and resultant failures of S&Ls. The
following language might be appropriate:

But high losses incurred by the federal government, primarily as a result of losses in the
saving and loan industry and the federal government’s provision of deposit insurance
coverage, resulted in legislation in 1989 and 1991 to increase regulatory oversight.
2. ) Paragraph 2.7 (Page 8): Regulatory Approach. This paragraph misses a vast array of
significant banking regulations and policies (e.g., monetary policy, reserve requirements,
deposits, appraisals, payment systems, consumer and community affairs). We recommend
adding a sentence or two after the first sentence of the paragraph that mentions these
regulations. The following sentence might be appropriate:

The strength of the banking industry is maintained, in part, through the application of a
body of regulations that govern monetary policy, reserve requirements, deposits,
appraisals standards, and payment systems, just to name a few.
Also, we recommend replacing the phrase "management competence" in the last sentence with a
more appropriate phrase such as "quality of management" or "activities of management"
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3. ) Paragraph 2.11 (Page 8): Rule Making. Add a statement to discuss the rule making
authority of state regulatory agencies. The following statement might be appropriate:

In addition to federal regulations, states have regulatory authority over their respective
state chartered institutions. State regulations may differ somewhat from those
promulgated by the federal banking agencies.

4.) Paragraph 2.13 (Page 8): Examinations. Add a footnote that references the statutes and
regulatory guidelines governing the frequency of examinations. The footnote should reference
section 10 of the FDI Act, FRB Supervisory Release dated June 8, 1994, and the appropriate
guidance of the other federal banking agencies.
5.) Paragraph 2.14 (Page 8): Examinations. The discussion should differentiate between the
objectives and focus of safety and soundness and other types of examinations. Instead, it mixes
up the various types of examinations. In addition, this discussion does not address bank holding
company (BHC) examinations. We recommend adding the following sentences to the
paragraph. They should be inserted before the first sentence.

The main objectives of a safety and soundness examination are (1) to provide an
objective evaluation of a bank’s financial condition (with a particular emphasis on the
evaluation of the collectibility of an institution’s assets and on the institution’s ability to
meet its obligations to its depositors and creditors in a timely manner) and general
compliance with banking laws and regulations, (2) to permit the regulatory agency to
appraise the quality of management and directors, and (3) to identify those areas where
corrective action is required to strengthen the bank, improve the quality of its
performance, and enable it to comply with applicable laws, rulings, and regulations. In
contrast, the objectives of BHC, Trust, EDP, Community Reinvestment Act (CRA), and
other specialized examinations are primarily focused on specific banking relationships,
bank functions or compliance with individual banking laws and regulations.
6. ) Paragraph 2.16 (Page 9): Examinations. Most examinations include a review of the balance
sheet and income statement accounts for unusual items, the Reports of Condition and Income
for accuracy, and the asset classifications for appropriateness. Adding a statement directly
behind the first sentence indicating that this review typically is part of an examination may be
useful to auditors. The following language might be appropriate:
The examiner generally reviews the major account activity in the balance sheet and
income statement accounts, the Reports of Condition and Income known as CALL
Reports, and asset classifications as part of a safety and soundness examination.

7. ) Paragraph 2.16 (Page 9): Examinations. The paragraph should explain, or contrast, the
major differences between examination and auditing procedures. Adding a statement behind
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the sentence that ends with the phrase (for example, loan files) should accomplish this
objective. The following language might be appropriate:
Examination procedures, therefore, are primarily designed to evaluate the nature and
extent of risks inherent in an institution's operations and balance sheet, and not to simply
ensure that financial reports are accurate. This means that, while some of the
procedures performed by examiners are similar to the substantive tests recommended in
this guide, many examination procedures address more fundamentally the safety and
soundness of an institution’s activities.

For example, given the supervisory concern with the collectibility of assets, examiners
typically review more loan files and in greater detail than do external auditors. Likewise,
in evaluating an institution’s liquidity position, examiners will often spend significantly
more time than external auditors in evaluating the composition, structure, and volatility
of a financial institution’s funding sources. In evaluating other less risky banking
activities, however, examiners sometimes perform fewer procedures than external
auditors, reflecting their assessment of the actual extent of risks to an institution’s safety
and soundness.
8.) Paragraph 116 (Page 9): Examinations. The definition of the term "examiner” is confusing.
It could literally apply to any employee of a regulatory agency. We recommend defining the
term more rigidly to mean those individuals who actually perform examination procedures.
Another term, such as regulatory personnel or regulators, could be used to describe the larger
group of employees of the banking agencies.
9.) Paragraph 117 (Page 9): Examinations. This paragraph oversimplifies the rating system
framework and fails to recognize the other major rating systems, such as BOPEC, and foreign
bank and branch rating systems, nor does it mention the 1-5 rating framework inherent in these
rating systems. At a minimum, we recommend adding the following to the paragraph:
In addition, the FRB is responsible for supervising, monitoring and inspecting bank
holding companies. Upon inspection of these organizations, the FRB assigns a
composite BOPEC rating to the bank holding company which considers:

the Bank’s CAMEL rating;

the Operation of significant non-banking subsidiaries;
the strength and operations of the Parent;

the consolidated Earnings of the banking organization; and

the consolidated Capital position of the banking organization.
The OTS also has a separate rating system for saving and loan holding companies. We
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recommend a sentence on that system be included in this paragraph.
10. ) Paragraph 2.18 (Page 9): Enforcement. We recommend deleting the phrase "the least
severe" from the first sentence and replacing it with the word "a." Also, add the phrase "or the
industry" to the end of the second bullet point of the second sentence.
11. ) Paragraph 2.20 (Page 10): Enforcement We recommend amending the paragraph to define
the term "institution-affiliated party."
12. ) Paragraphs 2.22 - 2.27 (Pages 10 -11): Regulatory Environment and Trends. This section
discusses the current regulatory environment which, obviously, changes on a regular basis.
Unless the AICPA plans to update the guide on a regular basis, this section will soon become
outdated. For example, the section does not mention the increased use of derivative instruments
which has become a growing trend since the guide was proposed. We recommend
consideration be given to eliminating some of the discussion in paragraphs 2.25 through 2.27
that could easily be outdated in a year or two.

13. ) Paragraph 2.28 (Page 11): Regulatory Capital Matters. The sentence "Capital is the primary
tool used by regulators to monitor the financial health of insured institutions" is misleading and
a slight overstatement Capital adequacy guidelines and the prompt corrective action (PCA)
framework are tools. Capital is something else. We recommend amending the sentence to
read as follows:
Capital adequacy is a major focus of regulators in assessing the safe and sound operation
of an insured institution.

14.) Paragraph 2.31 (Page 11): Capital Adequacy. The paragraph should be rewritten to reflect
more precision. We recommend amending the paragraph to read as follows:

The first requirement establishes a minimum ratio of capital as a percentage of average
total assets (Tier 1 leverage ratio). The FDIC, OCC, and FRB require institutions to
maintain a minimum leverage ratio of Tier 1 capital (as defined) to average total assets
based on a determination of the financial strength and the overall safety and soundness
of the institution. Institutions with CAMEL ratings of one that are, in general,
considered to be strong banking organizations are required to maintain the minimum
leverage ratio of 3 percent. A leverage ratio that is 100 to 200 basis points above the
stated 3 percent minimum is required for banking organizations that are not considered
to be strong or that do not meet certain requirements.
15. ) Paragraph 2.32 (Page 11): Capital Adequacy. Insert the word "qualifying" before the word
total in the last sentence of the paragraph.
16. ) Paragraph 2.36 (Page 12): Prompt Corrective Action. Footnote 1 should include a reference
to Federal Reserve Board Prompt Corrective Action regulations. The footnote should be
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amended to include the following citation:

"the FRB’s Regulation H, 12 CFR 208 Subpart B."
17.) Paragraph 2.51 (Page 15k Application to Holding Companies. We recommend replacing
the phrase "all significant subsidiaries" with the phrase "all significant FDIC-insured
subsidiaries."
18. ) Paragraphs 2.53 (Pape 15) and 2.54 (Page 17): Illustrative Disclosures. The paragraph on
capital disclosures includes a statement about required deductions from regulatory capital
because of interest-rate risk. The proposed regulations and supervisory policies on regulatory
capital deductions for interest rate risk have not been finalized. Therefore, currently there is no
explicit interest-rate risk requirement for capital. This discussion should be deleted or modified
to make dear that the banking regulators are currently considering regulations and polities that
would include an explicit interest-rate risk component in regulatory capital.
19. ) Paragraph 2.57 (Pape 18): Regulatory Requirements for Independent Reporting. This
paragraph fails to mention the audit requirements for bank holding companies and savings
institutions. The Federal Reserve Board’s regulation Y requires certain bank holding
companies to undergo an annual audit of their consolidated financial statements by an
independent public accountant Savings institutions and savings and loan holding companies
also have an audit requirement at 12 CFR 562. We recommend adding a few statements
acknowledging the reporting requirements of these regulations.

20. ) Paragraph 2.60 - 265 (Page 19): Regulatory Requirements for Independent Reporting. We
recommend replacing the phrase "independent accountant" in each paragraph (including the
heading for paragraph 2.64) with the phrase "independent public accountant"
21.) Paragraph 2.65 (Pape 19): Regulatory Requirements for Independent Reporting. The first
sentence implies that only work papers that relate to the audit opinion, auditor’s attestation
report on management’s assessment of the effectiveness of internal controls over financial
reporting, and the auditor’s agreed-upon procedures report will be made available to regulators.
We do not believe that this is an accurate interpretation of the provisions of section 36 of the
FDI Act. We recommend replacing the phrase "... related to the three engagement reports." in
the first sentence of this paragraph with the phrase "...related to the provisions of section 36."

22. ) Parapraph 2.66 (Page 19): Regulatory Requirements for Independent Reporting: Qualifications
of Independent Accountants. We recommend replacing the phrase "The accountant must.." in
the first sentence with the phrase "The independent public accountant must comply with the
AICPA’s code of professional conduct and..."
)
23.

Paragraph 2.68 (Page 20): Regulatory Requirements for Independent Reporting; Enforcement

Actions Against Accountants. We recommend replacing the phrase "...the FDIC has not yet..."

in the second sentence with the phrase "neither the FDIC, nor the other federal banking
agencies, have...”
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)24. Paragraph 2.72 (Page 20): Detection of Errors and Irregularities. We recommend replacing
the term "Cease-and-desist orders" in the second bullet of the third sentence with the more
generic "Enforcement orders."
)
25.
Paragraph 2.78 (Page 22): Regulatory Accounting Practices (RAP) and RAP-GAAP
Differences. Beginning with section 2.78, the audit guide uses the term "regulatory accounting
practices" (RAP). We believe that it should be made clear that the banking agencies do not
establish accounting practices or principles. What the banking agencies do is set the reporting
requirements that banks must follow in completing the agencies' commercial bank Call Reports.
We recommend replacing all references to RAP throughout the audit guide with the term
"regulatory reporting requirements."

26.) Paragraph 2.81 (Page 22): Regulatory Accounting Practices (RAP) and RAP-GAAP
Differences. Insert the phrase "require sales of assets with recourse to be accounted for as
financings" and after the word "generally" in the second sentence under the subparagraph
entitled "Sales of Assets With Recourse."
28. ) Paragraph 2.81 (Page 23): Regulatory Accounting Practices (RAP) and RAP-GAAP
We recommend replacing the phrase "other agencies" in each bullet point with the
phrase "other federal banking agencies." We also recommend adding the 90% PMSR haircut,
that is required by statute and the agencies' capital policies, to the first sentence in the sub
paragraph on the valuation of certain intangibles.

Differences.

29. ) Paragraph 2.83 (Page 23): Independent Accountant/Examiner Relationship. Add a footnote
reference to last sentence in the paragraph. The reference should be to the July 23, 1992
Interagency Policy Statement on Communication and Coordination Between Examiners and
Auditors.

30.) Paragraph 2.84 (Page 23): Independent Accountant/Examiner Relationship. We recommend
deleting the second sentence and replacing it with the following statement that reflects the
policies that the agencies generally communicate to CPAs.
The independent public accountant should consider judgements made by examiners and
communicated to management - especially in areas such as the adequacy of credit loss
allowances an violations of laws or regulations - before issuing financial statements or
rendering an audit opinion.

31. ) Paragraph 2.85 (Page 24): Independent Accountant/Examiner Relationship. This paragraph
is redundant. It repeats the contents of paragraph 2.69. We recommend deleting this
paragraph and adding a cross-reference to the first sentence of paragraph 2.86.
32. ) Paragraph 2.90 (Page 25): Independent Accountant/Examiner Relationship. Add a phrase to
the first sentence to indicate that examiners might request copies of the independent
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accountants work papers.

The following might be appropriate:

Examiners may request copies of work papers and permission to attend the meeting
between the independent accountant and representatives of the institution (for example,
the audit committee of the board of directors) to review the independent accountant’s
reports (e.g., on the institution’s financial statements).
33.) Paragraph 2.105 (Page 26): Planning. This paragraph states: "... regulatory financial
reporting classification and risk weighting decisions involve a high degree of subjective analysis
by management" (emphasis added) While it is true that for certain.transactions Call Report
classifications or risk weight assignments may be somewhat subjective, this language
overemphasizes this and we recommend revising the sentence to read as follows:

Management’s regulatory reporting classifications and risk weighting decisions sometimes
involve a certain degree of subjective analysis by management
D. Chapter 3. General Auditing Considerations

1. ) Paragraph 3.9 (Page 32k Internal Control Structure. We recommend amending footnote 1 to
highlight: (1) the potential usefulness of the prior year’s report by management on the
effectiveness of internal controls over financial reporting and the auditor’s attestation work to
the planning process; and (2) the comprehensive nature of the review of internal control that is
contemplated in appendix D.
2. ) Paragraph 3.13a (Page 33k Internal Control Structure. The phrase "Factors that affect the
control environment include... expansion into new business areas involving complex investment
strategies,..." in the third sentence is too narrow. We have found that expansion into new
business areas affects the control environment irrespective of the complexity of investment
strategies. We recommend eliminating the part of this sentence that refers to "complex
investment strategies."
3. ) Paragraph 3.24 (Page 37k Analytical Procedures. The sixth bullet point in this paragraph
indicates that the ALLL~to*total-loan ratio "measures loan portfolio risk coverage." We
recommend the phrase be amended to indicate the ratio "measures loan portfolio credit risk
coverage." The list of analytical procedures does not include any ratio that helps auditors
identify changes in funding sources. We recommend adding a ratio, such as a debt to equity
ratio, that addresses funding sources.

4. ) Paragraph 3.26 (Page 39): Analytical Procedures We recommend cross referencing the
discussion of insider abuse to the report on transactions with affiliates that is included in
appendix D.
5.) Paragraph 3.46 (Page 44): Client Representations. The last bullet point in the paragraph
addresses client representations on financial instruments with significant credit risks. We
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recommend amending this bullet to include financial instruments with significant credit, interest
rate, or counterparty risk (e.g. derivatives).

E. Chapter 4. Cash and Cash Equivalents

)1. Paragraphs 4.2 (Page 45): Cash Items in the Process of Collection and Cash Equivalents. We
recommend revising the second, third, and fourth sentences of this paragraph to read as follows:
Such assets are generated by deposits and other customer transactions. CIPC are cleared
through local clearinghouses, correspondent depository institutions (correspondents), or a
Federal Reserve Bank, or are presented directly to the paying bank. Collection of these
items generally takes one or two business days.

F. Chapter 5. Investments in Debt and Equity Securities

1. ) Paragraph 5.2 (Page 53): United States Government and Agency Obligations. Replace the
phrase "... federal government debt securities called treasuries." in the first sentence with the
phrase "... federal government debt securities collectively referred to as treasuries.”
2. ) Insert new sentence in paragraph 5.4 (Page 53): United States Government and Agency

Obligations. The chapter does not address the subject of structured notes. We recommend

inserting the following sentences before the sentence that begins with the phrase "Unlike agency
debt," to correct this oversight:

There are various types of such debt securities and one such type are referred to as
structured notes. Structured notes are debt securities whose cash flows are dependent on
one or more indices in ways that create risk characteristics of forwards or options. They
are issued under a wide variety of names such as single- or multi-index floaters, inverse
floaters, index-amortizing notes, step-up bonds, and range bonds.
3. ) Paragraph 5.14 (Page 55): Asset Backed Securities(ABSs); More Complex MBS Structures.
Replace the phrase "... concentrate and dilute risk ..." in the first sentence with the phrase "...
concentrate or dilute risk ...".

4. ) Paragraph 5.40 (Page 59): Asset Backed Securities (ABSs): Residual classes, A statement
should be added that indicates that the structure of the CMO or REMIC, and the interplay of
each of the traunches therein, ultimately affects the realization and value of the residual.
5. ) Paragraph 5.47 (Page 61): Regulatory Matters. We recommend replacing the phrase "total
amount of 10 percent of an institution’s capital." with the phrase "total amount of 10 percent of
an institution’s capital and surplus."

6. ) Paragraph 5.49 (Page 61): Regulatory Matters. Amend footnote 2 to include the following
reference: "by the Board of Governors of the Federal Reserve System (FRB) in a Supervisory
Release dated January 10, 1992."
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7.) Paragraph 5.52 (Pages 62-63): Regulatory Matters. This paragraph discusses the regulatory
treatment of "high-risk" mortgage securities prescribed by the FFIEC Policy Statement on
Securities Activities. We recommend adding language to this paragraph that discusses the
recent clarification to the Policy Statement regarding the treatment of "nonhigh-risk" mortgage
securities. The following might be appropriate:
Mortgage derivatives that are non-high risk when acquired but become high risk at a
later date need not be designated as available-for-sale or trading. Regulators may
require divestiture of those securities when the continued ownership would constitute an
undue safety and soundness risk to an institution.

8.) Paragraph 5.53 (Page 63}: Regulatory Matters. This paragraph does not address the
regulatory capital treatment of FAS No. 115. We recommend adding the following:
For regulatory capital purposes, net unrealized holding gains (losses) on resulting from
securities that are designated as available for sale are not included in regulatory capital.
However, net unrealized holding losses on marketable equity securities are included in
the determination of regulatory capital

9.) Insert New Paragraph 5.XX after 5.53 (Insert on Page 63). The following paragraph should
be inserted directed behind paragraph 533.

The federal banking agencies have also issued policies on structured notes.3 The
agencies policies generally indicate that some types of structured securities are
inappropriate investments for banks and savings institutions. The determination of
whether a particular instrument is appropriate depends on the institution’s ability to
understand, measure, monitor, and control the instrument’s risks consistent with sound
risk management policies. It is an unsafe and unsound practice for a bank or thrift to
purchase a structured note, or any other asset, without a full appreciation of the risks
involved with the asset

3 See Board of Governors of the Federal Reserve System ("FRB") Supervisory Release
dated August 5, 1994, Federal Deposit Insurance Corporation ("FDIC") Financial
Institution Letter (FIL 61-94 ), Office of the Comptroller of the Currency ("OCC")
Advisory Letter (AL 94-02), and Office of Thrift Supervision ("OTS") Thrift Bulletin
(TB-65).
10. ) Paragraph 5.60 (Page 64): Impairment of Value ofABSs. Footnote 6 makes reference to
the FASB project on derivative disclosures. Amend footnote to reflect the fact that the FASB
has issued a final derivatives reporting standard.

11. ) Insert New Paragraph 5.YY after 5.86 (Page 70): Financial Statement Presentation and
Disclosure. We recommend adding a paragraph that discusses the disclosure requirements for
the reporting standard on derivative instruments.
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G.

Chapter 6, Loans
1.) Paragraph 6.40 (Page 86): Real Estate Lending Standards. We recommend deleting footnote
reference 3 or expanding the footnote to include all of the agencies’ real estate lending
standards.
2. ) Paragraph 6.42 (Page 86): Real Estate Lending Standards. Delete paragraph 6.42 and
replace it with the following:

In supplementary guidelines, the federal banking agencies outline considerations for loan
portfolio management, underwriting standards, loan administration, LTV ratios, and
polity exceptions. These guidelines specify supervisory LTV limits by category of real
estate loan. Institutions may lend in excess of the supervisory LTV limits where credit is
justifiable under certain capital limitations. Loans in excess of the supervisory limits may
not exceed 100 % of an institution’s total capital, with a 30 % sub-limit for extensions of
credit secured by property other than l-to-4 family residential property.
3. ) Paragraph 6.43 (Page 86): Appraisals. The requirement that an appraisal by a certified or
licensed appraiser is required for real estate transactions of $100,000 or greater was revised in
an appraisal regulation that increased this threshold to $250,000.

H.C hapter 7. Allowance For Credit Losses
)
1.
Overall Comment This chapter is written from the predominant perspective of FAS 114.
Although FAS 114 is a significant accounting standard for loan impairment, it is only one of the
techniques used by financial institutions to develop and maintain adequate allowances for loan
and lease losses (ALLL). We strongly recommend that the AICPA amend this chapter to
emphasize the other substantive approaches used by banking organizations in their assessment
of the overall adequacy of the ALLL.

2.) Paragraph 7.1 (Page 105): Introduction. The paragraph states: ”... allowance for credit
losses is an accounting estimate of credit losses inherent in an institution’s loan portfolio ...”
(emphasis added). This statement is somewhat misleading because it seems to imply that banks
are allowed to carry losses on their books as long as they have reserved for these inherent
losses. We recommend the phrase be amended to read as follows:
"... allowance for credit losses is an accounting estimate of expected credit losses that
have not yet been identified in an institution’s loan portfolio ...”
3.) Paragraph 7.7 (Page 106): Introduction. Paragraph states: "[m]any institutions classify loans
using a rating system that incorporates the regulatory classification system." (emphasis added).
However, the regulatory perspective, as outlined in the Interagency Policy Statement on the
Allowance for Loan and Lease Losses, dated December 21, 1993, indicates that a bank may
develop its own credit grading framework, but that their framework should be able to be
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translated into the pass/special mention/substandard/doubtful/loss credit grading framework
used by the regulatory agencies. We recommend replacing the sentence with the following:
Under regulatory policies, institutions may develop their own credit grading framework,

but that framework must be easily translated into the framework used by the regulatory
agencies.2 In practice, many institutions simply prefer to classify loans using the
regulatory agencies’ framework rather than developing their own framework.

2 See Interagency Policy Statement on Review and Classification of Commercial Real Estate

Loans, June 10, 1993 and Interagency Policy Statement on the Allowance for Loan and

Lease Losses, December 21, 1993.
4.) Paragraph 7.9 (Page 107): Introduction. The three examples of a special mention asset loan
are not consistent with the June 10,1993 interagency policy statement on the review and
classification of commercial real estate. Specifically, the audit guide indicates that a special
mention asset is, among other things, one where there is a lack of information about the
borrower. The regulatory posture is to not list an asset as special mention where it has as its
sole weakness credit data exceptions or collateral documentation exceptions that are not
material to the repayment of the asset Such have stale or missing information would be listed
as a technical exception in the report of examination. We recommend eliminating the second
example of a potential weakness. Also, please remember that special mention assets are not
considered to be classified assets.
5.) Paragraph 7.17 (Page 111: Regulatory Matters (Adequacy of the ALLL). A thorough
understanding of the regulatory perspective on the allowance for loan and lease losses is critical
to the effective audit of this area. We strongly recommend the paragraph be rewritten to

explain this perspective. Language similar to the following may be appropriate:
7.17 The regulatory agencies have provided guidance to institutions about determining

the adequacy of the allowance loan and lease losses (ALLL).
guidance may be summarized as follows:

The major aspects of that

In December 1993 the Federal Reserve and the other bank regulatory agencies
issued, under the auspices of the FFIEC, a joint policy statement that provides

comprehensive guidance on the maintenance of an adequate ALLL and an
effective loan review system. The ALLL must be maintained at a level that is
adequate to absorb estimated credit losses associated with the loan and lease
portfolio, including all binding commitments to lend. To the extent not provided
for in a separate liability account, the ALLL should also be sufficient to absorb
estimated credit losses associated with off-balance sheet credit instruments such as
standby letters of credit
The policy statement applies to all depository institutions insured by the FDIC
except for Federally-insured branches and agencies of foreign banks.
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The policy statement emphasizes that it is the responsibility of the board of
directors and management of each institution to maintain the ALLL at an
adequate level. For regulatory reporting purposes an adequate ALLL must be no
less than the sum of the following items as of the evaluation date:
For classified loans and leases, all estimated credit losses (i.e., expected net
charge-offs) over the remaining effective lives of these assets.
For components of the loan and lease portfolio that are not classified,
estimated credit losses over the upcoming 12 months.
Amounts for estimated losses from transfer risk on international loans.

Furthermore, management’s analysis should be conservative so that the overall
ALLL appropriately reflects a margin for the imprecision inherent in most
estimates of expected credit losses.
The policy statement also discusses the analysis of the loan and lease portfolio,
factors to consider in estimating credit losses, and the characteristics of an
effective loan review system. Each institution must maintain a loan review system
that, at a minimum, provides for:

An identification or grouping of loans that warrant the special attention of
management and appropriate documentation;

An assignment of the loans to the institution’s credit grading system and
documentation that reconciles the institution’s system to the framework
used by its primary federal regulatory agency;
A mechanism for the direct reporting of findings periodically to senior
management and the board of directors in a timely manner.
The loan review program should be in writing and reviewed and approved at
least annually by the board of directors. While it is essential that institutions
maintain effective loan review systems, smaller institutions would not be expected
to maintain separate loan review departments.

Examiners will generally accept management’s estimate of the ALLL when
management has: (a) maintained effective systems and controls for identifying,
monitoring and addressing asset quality problems in a timely manner, (b) analyzed
all significant factors affecting the collectibility of the portfolio in a reasonable
manner, and (c) an acceptable methodology that is designed to meet the policy’s
objectives for an adequate ALLL.

The policy statement is consistent with GAAP, including FAS 114 on loan
impairment FAS 114 provides computational guidance for a portion of the
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ALLI, and explicitly does not address overall ALLI, adequacy. In contrast, this
policy statement does provide guidance on the overall adequacy of the ALLL.

•

With respect to FAS 114, the agencies have decided that the portion of an
institution’s allowance established pursuant to FAS 114 should be reported as part
of the general allowance, which is includable in Tier 2 capital subject to a limit of
125 percent of gross risk-weighted assets. In concluding that the FAS 114
allowance is general in nature, the agencies reaffirm that all amounts identified as
losses (i.e., loss classifications) are to be excluded from the general allowance.

•

Supervisory policy also requires banks to promptly charge-off identified losses and
require savings associations to promptly charge-off or use specific allowances
(which are reported separately from general allowances) for identified losses.
With respect to impaired collateral-dependent loans, the federal banking agencies
generally classify as loss any portion of the loan balance that exceeds the amount
that is adequately secured by the fair value of the collateral; such losses on
collateral-dependent loans will not be included in the general allowance or Tier 2
capital The agencies’ policies also require the application of regulatory
nonaccrual policies for problem loans.

•

The policy statement includes quantitative guidance for use in an examiner’s
evaluation of the ALLL Essentially, after completing a review of the institution’s
ALLL evaluation process and loan review system, the examiner should further
check the reasonableness of management’s ALLL methodology by comparing the
reported ALLL against the policy’s quantitative guidance, sometimes referred to as
a "benchmark level" for the ALLL This benchmark level is derived by
multiplying the classified and non-classified loan categories by a loss weight For
the portions of the portfolio that have not been classified, the benchmark
generally relies on an estimate of the expected net charge-offs over the upcoming
twelve months. Under regulatory policies, this quantitative guidance amount is
neither a "floor" nor a "safe harbor" level for an institution’s ALLL. Like a
"surveillance screen," the benchmark focuses examiner scrutiny on shortfalls of
ALLL levels relative to the benchmark level.

6. ) Paragraphs 7.18 and 7.19 (Page 111): Regulatory Matters. We recommend reducing these
paragraphs to footnote references to paragraph 7.17.
7.) Paragraph 7.52 (Page 119): Substantive Tests. Paragraph states: "... use of historical annual
chargeoff experience is not sufficient in itself but should be considered in light of the average
remaining lives of loans ..." While the regulatory approach generally follows this guidance, we
have also indicated that a charge-off horizon of less than one year from the balance sheet date
may be appropriate for pools of loans that are not classified, not subject to greater than normal
credit risk, and that have well-documented and highly predictable cash flows and loss rates. An
example of such assets includes pools of certain smaller consumer installment or credit card
loans. The regulatory guidance would generally not require the reserve to cover the remaining
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lives of all loans. We recommend inserting the word generally into this phrase so it reads:
”... use of historical annual chargeoff experience is generally not sufficient in itself
but should be considered in light of the average remaining lives of loans ..."
I. Chapter 8. Loan Sales and Mortgage Banking Act

1. ) Paragraph 8.7 (Page 128): Regulatory Matters. The discussion on sales of assets with
recourse is misleading. The paragraph states: "For example, loans sold with recourse generally
require additional risk-based capital and separate disclosure in regulatory financial reports." In
fact, all loans sold with recourse are incorporated into the risk-based capital ratio calculation with the minor exception of those mortgage loans sold with an insignificant amount of recourse
against which a reserve has been established and maintained. (See Call Report instructions for
Schedule RC-L, item 9.) Therefore, it is unclear what is meant by "additional risk-based
capital." We recommend replacing the sentence with language similar to the following:
The federal banking agencies1 generally do not permit a transfer of loans to be reported
as a sale unless the transferring institution:

retains no risk of loss from the assets transferred; and,
has no obligation to any party for the payment of principal or interest on the
assets transferred resulting from any cause.

Although there are some exceptions to this rule, the agencies position on sales with
recourse is in direct contrast to the reporting standard in FASB Statement No. 77 (FAS
77) which reflects loans sold with recourse as completed sale transactions when certain
criteria have been satisfied. The agencies also require that capital be held against loans
sold with recourse.

1 The OTS permits sales of loans by savings institutions to be reported in accordance
with FAS 77. However, OTS has a capital requirement for loans sold with recourse.

2. ) Paragraph 8.8 (Page 128): Regulatory Matters. Replace the phrase "For regulatory financial
reporting purposes,” with the phrase "For regulatory reporting purposes,".
3. ) Paragraph 8.11 (Page 129): Loans Held for Sale It appears that the guide has incorporated
the proposed accounting treatment for the securitization of mortgage loans (i.e., treat as the
sale of the mortgage loans and purchase of a mortgage-backed security). Since this is only a
proposed change in the accounting treatment rather than a final one, we recommend removing
the discussion of the proposed treatment
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J. Chanter 11. Deposits
1. ) Insert a new section to discuss "Federal Government Deposits." The section should precede
the discussion of Dormant Accounts in paragraph 11.11 and should read as follows:
Federal Government Deposits

11.XX Federal tax deposits are funds deposited by a taxpayer (company or individual)
with a depository institution that is an authorized Treasury tax and loan depositary in
order to meet a Federal tax obligation. The depositary is required to credit its Treasury
tax and loan (TT&L) account for all Federal tax deposits on the day the funds are
received. Prior to crediting these deposits to the TT&L account, the depositary must
pledge with its Federal Reserve Bank sufficient collateral to protect the maximum
balance deposited to the account that day less recognized deposit insurance coverage.
On the day following deposit, these tax receipts are no longer considered deposits, are no
longer protected by deposit insurance, and so must either be remitted to a Federal
Reserve Bank on the first business day after deposit or, if the TT&L depositary has
prequalified as a Note Option depositary, can be converted into an open-ended, interest
bearing obligation of the depositary. (Also, see paragraph 13.9 Treasury and Tax Loan
Note Accounts).

11.XY Other deposits of public monies may constitute time or demand deposits
depending on the agreement made with the depositing entity, which could be the
Treasury Department or a Federal government agency. Prior to accepting these
deposits, the depositary must pledge sufficient collateral with a Treasury-designated
collateral custodian to protect the maximum balance in the account less recognized
deposit insurance coverage.
2. ) Paragraphs 11.14 through 11.22 (Pages 152-154) The Payments Function and Services, Delete
paragraphs 11.14 through 11.22 and replace them with the following:

11.14 The payments function of a depository institution involves facilitating the transfer
of funds. This function is accomplished through the exchange of checks and electronic
funds transfers.
11.15 Check processing. The check clearing process, which is highly automated, involves
the exchange of checks and the settlement of balances among institutions locally,
regionally, and nationally. To facilitate automated processing, checks are encoded with
magnetic ink character recognition (MICR) symbols that identify the institution on which
they are drawn and the customer’s account number.

11.16 Checks may be received by a depository institution at ATMs or teller windows, in
a night depository, through the mail, or by other means. The checks could be deposits to
accounts, loan payments, or other miscellaneous payments to the institution. After
receiving check deposits, depository institutions MICR encode the checks with the
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payment amount, balance checks to deposit records, sort checks on automated
equipment, and determine how the checks should be collected.

11.17 A depository institution receives two types of checks: (a) on-us checks, drawn on
accounts at the same depository institution and (b) checks drawn on accounts held at
other institutions.
11.18 The collection of checks is dictated by the location of the institution on which they
are drawn. For on-us checks, the institution debits the account of the check writer
(drawer) and credits the account of the depositor.
11.19 To collect checks drawn on other depository institutions, the institution receiving
the checks may present the checks directly to depository institutions on which they are
drawn, present them to the institution at a check clearinghouse, and/or use the collection
services of a correspondent bank or the Federal Reserve.

1120 A clearinghouse consists of a group of depository institutions that receive large
numbers of checks drawn on one another. These institutions agree to exchange checks
at a specified time and location. Following the exchange, the net positions of all
participants are calculated and settlement is made by crediting or debiting each
institution’s account for the amount of its net position.
1121 A correspondent institution may settle with a respondent institution by posting a
credit to respondent’s account maintained at the correspondent or by sending a Fedwire
funds transfer to the respondent The Federal Reserve settles for checks by crediting the
collecting institution’s Federal Reserve account and debiting the Federal Reserve
account of the paying institution. Alternatively, collecting and paying institutions may
request the Federal Reserve to credit or debit the Federal Reserve account of a
correspondent institution. When two Federal Reserve Banks are involved in collecting
check deposits, the Reserve Banks settle with each other through an interdistrict
settlement account.

3.) Paragraphs 11.23 through 11.25 (Page 154) The Payments Function and Services. Delete
paragraphs 11.23, 11.24, 11.25, and 11.26 and replace them with the following:

11.23 Electronic funds transfer systems. While the vast majority of the number of non
cash payments is made by check, the vast majority of the value of non-cash payments is
made by electronic funds transfer (EFT) systems. EFT systems are computer-based
networks designed to facilitate the movement of funds to and from accounts held at
depository institutions and to facilitate interbank transactions. The three principal types
of EFT systems are large-dollar funds transfer systems, automated clearinghouse (ACH)
systems, and retail electronic payment networks.
11.24 The Federal Reserve’s Fedwire system and the Clearing House Interbank
Payment System (CHIPS), operated by the New York Clearing House, are the primary
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large-dollar payment systems in the United States. The Fedwire funds transfer system is
a real-time gross settlement system used by depository institutions to make third-party
payments for their customers and to make interbank transfers, such as Fed funds
transactions. The Fedwire book-entry securities transfer system is a real-time deliveryversus-payment system used by depository institutions to send and receive U.S. Treasury
and certain government agency securities. CHIPS is a net settlement system used by
depository institutions primarily to settle interbank transactions of an international
nature, such as dollar payments resulting from foreign currency transactions. A third
system, operated by the Society for Worldwide Interbank Financial Telecommunication
(S.W.I.F.T.), transmits payment messages between institutions throughout the world, but
does not provide for settlement of those payments. Settlement of S.W.I.F.T. payment
messages is made via correspondent book transfers.

11.25 Automated clearinghouse (ACH) payments typically are used for small-dollar
recurring transfers and may be either credit or debit transactions. In an ACH credit
transaction, fund flows from the originator to the receiver, in a debit transaction, funds
flow from the receiver to the originator. ACH credit payments include direct deposit of
payrolls and government benefit payments. ACH debit payments include mortgage, loan,
and consumer bill payments and corporate cash concentration debits.
11.26 Retail electronic payment networks include credit card, point-of-sale (POS), and
automated teller machine (ATM) networks. These networks are used by depository
institutions to settle transactions on a net basis between card-issuing banks and banks
serving the merchants or providing ATM access. Depository institutions also provide
other retail services to their customers, such as telephone bill payment and home
computer banking.
Para
gragh 11.27 (Page 154): Regulatory Maters.
Replace the phrase "...(codified in Section
12 of the Code ..."in the first sentence with the phrase " ...(codified in Title 12 of the Code

)
4.

)
5.

Insert New Paragraph 11.ZZ after 11.28 (Page 155).

11.ZZ Title 31 of the Code of Federal Regulations [31 CFR], Parts 202 and 203, specify
the requirements, including collateral requirements, when handling deposits of public
monies. In addition to deposits of public monies, a depository institution also may hold
bankruptcy estate funds, which are not considered public monies but which are subject to
Federal regulation. Depending on the arrangement made between the depository
institution and the U.S. bankruptcy trustee, bankruptcy estate funds may be held in a
demand deposit account, a savings account, or some other type of deposit account.
Bankruptcy estate funds must be collateralized in accordance with Title 31 of the Code
of Federal Regulations [31 CFR], Part 225, for amounts not protected by Federal deposit
insurance.
)
6.

Paragraph 11.38 (Pages 157 -158): Internal Control Structure Over Financial Reporting and

Possible Tests of Controls. This paragraph does not appear to address the types of controls that

18

would be expected to be in place to control electronic funds transfers operations. For example,
there is no discussion of identification techniques, such as personal identification numbers, log
on IDs, passwords, or other types of controls that should be implemented. We recommend the
paragraph include procedures similar to those in the FFIEC EDP manual.
K. Chapter 13. Debt
1. ) Paragraph 13.9 (Page 175): Short-Term Debt - Treasury Tax and Loan Note Accounts. Delete
paragraph 13.9 and replace it with the following:
13.9 Treasury Tax and Loan Note Accounts. A Treasury tax and loan (TT&L) Note
account is an investment by the Treasury in an open-ended, interest-bearing obligation of
the depositary. Treasury tax and loan Note account balances are not protected by
deposit insurance and so must be fully collateralized at all times. Pledges of collateral
must be recorded on the books of a Federal Reserve Bank. Depository institutions that
are authorized TT&L depositaries, and so may accept deposits of Federal taxes, may
elect to become Note Option depositaries. A Note Option depositary agrees to retain
Federal tax proceeds beyond the day of deposit in a TT&L Note account until the tax
proceeds are needed by the Treasury. A Note Option depositary is required, as of the
first business day after crediting Federal tax deposits to its TT&L account, to debit that
account for the amount of such deposits and simultaneously to credit its TT&L Note
account for the same amount. Also, if a Note Option depositary has sufficient collateral
available, the Treasury may invest additional funds in that depositary’s TT&L Note
account. (See paragraph 11.XX, Federal Government Deposits).
2. ) Paragraph 13.44 (Page 182): AUDITING - Objectives Revise paragraph 13.44(e) to read as

follows:
e.

Collateral for borrowings is adequate, properly identified and disclosed and that,
for borrowings described in 13.9, the collateral pledged is not subject to a superior
lien.

L. Chapter 14. Income Taxes

1. ) Paragraph 14.5 (Page 187): Securities Gains and Losses. We recommend including the
discussion of IRC 475, requiring mark-to-market treatment for certain securities and other
financial instruments, in paragraph 145 or directly after it. The discussion of IRC 475 is
currently included in paragraph 1422 under Regulatory Matters.

2. ) Paragraph 14.7 (Page 187): Bad Debt Deductions. This paragraph should also indicate that
determination letters by banking agencies documenting charge-off requirements are provide
support to the IRS for taking deductions under the specific charge-off method.
M. Chapter 15. Futures. Forwards. Options. Swaps and Similar Financial Instruments
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1. ) Paragraph 15.14 (Page 199): Swaps. This paragraph compares swaps to "similar exchangetraded instruments." This discussion should compare swaps to a series of forward agreements to
demonstrate the stated similarity you strive to achieve.
2. ) Paragraph 15.35-15.42 (Page 202): Hedging. We recommend the discussion address industry
practices for allocating deferred gains and losses on hedges of pools and portfolios. As it now
stands, the discussion focuses solely on instrument-by-instrument hedging practices.
3. ) Paragraph 15.56 (Page 206): Futures Contracts Other Than Currency Futures. There is almost
no discussion of how "correlation" under FAS 80 is applied within the industry. The statement
requiring "Management., retain sufficient documentation to support the determination of the
degree of correlation..." is inadequate.

N. Chapter 16. Business Combinations
1.) Paragraph 16.5 (Page 217): Accounting and Financial Reporting. The last sentence of the
paragraph should be deleted. The sentence refers to FAS 114 guidance for determining the
effective interest rate on discounted loans. APB No. 16 requires that assets acquired in
business combinations be accounted for at fair value. On the other hand, FAS 114 permits
loans to be measured at present value.

O. Appendix D - FDI Act Reporting Requirements
1.) General This appendix should incorporate the amendments to section 36 of the FDI Act as
effected by the Riegle Community Development and Regulatory Improvement Act of 1994.
2. ) Fourth paragraph, third sentence, page 289. We recommend replacing the phrase "...while
filed with the FDIC..." with the phrase "...while filed with the FDIC and the appropriate federal
and state banking agencies..."
3. ) Sixth paragraph, first sentence, page 289. Please amend language as recommended for the
first sentence of paragraph 2.65 on page 19.
4. ) Commentary, page 294. Replace the phrase "...(FFIEC) Consolidated Reports of Condition
and Income (Call Reports) or Thrift Financial Reports (TFRs) instructions;" with the phrase
"...(FFIEC) 002 report;".

5. ) Commentary, 1st bullet, third sentence, page 295. We recommend replacing the phrase "The
FDIC and the OCC.." with the phrase "The FDIC, FRB and OCC.."
6. ) Commentary, 1st paragraph, third sentence, page 299, We recommend replacing the phrase
"However, the staffs of the FDIC and the OCC.." with the phrase "However, the staffs of the
FDIC, FRB and OCC..."
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7.) Agreed-upon Procedures, first paragraph, page 324. The federal banking agencies are
promulgating amendments to these procedures that we expect will be issued very soon. We
recommend the AICPA discuss the changes in the procedures with the FDIC and make
revisions as appropriate.
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December 16, 1994
California Society of

Certified
Public
Accountants

Mr. James F. Green
Federal Government Division
File 13-1-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, D. C. 2004-1081

Dear Mr. Green:
The Accounting Principles and Auditing Standards Committee and the Depository
Institutions Committee of the California Society of Certified Public Accountants
("the Committees") have discussed the Exposure Draft of the AICPA Proposed
Audit and Accounting Guide. Banks and Savings Institutions, dated August 31,
1994 ("the proposed guide"). The comments included in this letter are the results
of the deliberations of the committees and respond to the "Specific Issues for
Comment" contained in the Guide.

ISSUE 1: Scope
The Committees believe the scope of the proposed Guide is appropriate.
ISSUE 2: Income Recognition for Impaired Loans

The Committee believe that the proposed Guide should not provide specific
income recognition guidance. Rather, it should provide direction to existing
regulatory and accounting guidance in this area.

ISSUE 3: Derivative Financial Instruments
The committees believe that this issue has been addressed by PASB Statement
number 119. Therefore, the proposed Guide should reference this statement
ISSUE 4: Loan Accounting

The Committees believe that the proposed Guide appropriately captures practice;
the aggregate loan balance reported on the balance sheet should be shown net of
the allowance for loan losses and unearned income.

ISSUE 5: Miscellaneous Disclosures

The Committee believe that the changes in disclosure requirements in the
proposed Guide are appropriate.
ISSUE 6: Trust Services and Activities

The Committee believe that the scope and guidance related to trust services and
activities in the proposed Guide is appropriate.
ISSUE 7: Disclosures about Regulatory Matters

The Committee believe that the proposed disclosures about regulatory capital and
related matters are not appropriate as a part of the audited financial statements.

*

Regulatory capital matters are established and amended by regulators
without due diligence by or input from independent accountants and they
are subject to interpretation by regulatory examiners during their visits to
an entity.

*

Regulators may take significant enforcement action using criteria other
than regulatory capital and related matters. For example, some regulatory
agencies establish a rating for each institution based on five criteria, one of
which is capital. This rating, often called a "Camel" rating, is used by the
agencies to assess the health of an entity or the likelihood of an
institution’s takeover by regulators. This rating, as well as the individual
rating, are not public information and are not disclosed but regulators to
anyone but the Board of Directors, management, and the external auditor.
While regulatory capital is a significant component of this rating, there are
other criteria used by regulators that can result in significant regulatory
action including regulatory takeover.

*

Regulatory capital is based on regulatory financial information which is not
always based on generally accepted accounting principles.

*

Regulators have not been willing to formally represent their assessment of
regulatory matters that might affect the going concern status of an entity.
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The Committees appreciate the need of investors to understand the implication of
regulatory capital on an entity’s ability to continue as a going concern, however,
the Committees strongly oppose the proposed Guide’s general inclusion in the
audited financial statements of regulatory capital ratios and relate matters.
Current accepted industry practices require the disclosure of significant regulatory
capital non-compliance matters in the footnotes to the financial statements and
this practice is consistent with the requirements of the new statement of position
on risks and uncertainties. The Committees believe that this is adequate.

We would be pleased to discuss our comments with you.
Very truly yours,

David C. Wilson, Chairman
Accounting Principles and Auditing Standards Committee
California Society of Certified Public Accountants

Jean L. Sommerville, Chairman
Depository Institutions Committee
California Society of Certified Public Accountants

cc:

Jim Kurtz, Executive Director
S. Thomas Cleveland, President
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Citibank, N.A.

399 Park Avenue
New York, NY
10043

Roger W. Trupin
Controller

CITIBANK
January 17,1994

Mr. James F. Green
Federal Government Division
File B-1-5000
AICPA
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

Re: Proposed Audit and Accounting Guide for Banks and Savings Institutions

Dear Mr. Green:

Citicorp appreciates this opportunity to comment on the AICPA's proposed Audit and
Accounting Guide for Banks and Savings Institutions. We share the AICPA's
objectives of providing useful, up-to-date guidance for preparers and auditors of
financial statements relating to banks and savings institutions. However, we have
several major areas of concern with the document as currently drafted.

Imposition of New Accounting and Reporting Requirements
As described below, certain aspects of the proposed guide would impose changes in
accounting and reporting beyond those required by generally accepted accounting
principles and current industry practice.

We do not believe that the guide is an appropriate mechanism to impose new
accounting and reporting requirements. Instead, the objective of the guide should
be to reflect existing requirements and current industry practice.
Changes in
accounting and reporting should follow the normal due process procedures of the
FASB or the rule-making process of the SEC.

Footnote Disclosures of Regulatory Capital Matters
We are particularly concerned with the Guide's proposal to require footnote
disclosures about regulatory capital ratios. This type of information, which should be

Mr. James F. Green
January 17,1994
Page 2

disclosed in the MD&A of SEC registrants, does not belong in the footnotes to the
financial statements.

Capital, like other measures of financial strength and operational performance, is an
analytical matter. The SEC's requirements already call for management discussion
and analysis of matters associated with capital, liquidity, and market risk. This is
appropriately accomplished on an analytical basis, which discusses variations and
trends in amounts and ratios. This type of analytical information belongs in MD&A,
not in the footnotes.
In addition, regulatory capital ratios are based on different measures of assets,
liabilities, and capital than are required to be utilized for GAAP financial statements.
Including this data in the financial statements will impose incremental costs by
requiring outside auditors to acquire expertise and perform procedures to audit the
regulatory capital calculations.

Allowance for Credit Losses
The guide's discussion of the allowance for credit losses also presents conflicts with
current requirements and industry practice in two important respects.
First, the guide states that liabilities related to off-balance sheet credit risk (i.e., loan
commitments, guarantees, letters of credit, derivatives, and foreign exchange
contracts) should not be reported as part of the allowance for credit losses. In
practice, credit risk is generally evaluated based on total exposure to a counterparty.
As a result, it is not meaningful or practical to allocate the overall allowance for credit
losses to individual product types. In the typical case there can be nothing more
than an arbitrary allocation, since there is no way to determine whether a potential
loss should be ascribed to an on-balance sheet loan or an off-balance sheet
exposure. We recommend that the guide be revised to emphasize accounting policy
disclosures regarding the types of risks considered in assessing the overall
adequacy of the allowance, without requiring a separate allowance for "off-balance
sheet" products.

In addition, the guide refers to a component of the reserve that relates to
"unidentified impaired loans", which is described as being attributable to those loans
not individually identified as impaired under FAS 114 but which, on a portfolio basis,
are believed to have some inherent impairment It is unclear how a loan that has
been found to be unimpaired on an individual or aggregate basis would require a
reserve for impairment when evaluated on a portfolio basis. Since FAS 114 is silent
on general reserves, and in view of the recent report from the US General
Accounting Office calling upon the FASB to address reserving practices on a
comprehensive basis, we recommend that the guide avoid categorizing reserves
and instead concentrate on factors relevant to assessing reserve adequacy.

Mr. James F. Green
January 17,1994
Page 3

Need to Resolve Conflicts within AcSEC Practice Bulletins
Due to the recent issuance of new accounting standards affecting banks and
savings institutions (particularly FAS 114 and FAS 118 on loan impairment, FAS 115
on investments in debt and equity securities, and related actions from the FASB,
EITF, SEC, and banking regulators), there is a need for AcSEC to revisit several of
its existing Practice Bulletins.
In particular, Practice Bulletin 4 on foreign debt/equity swaps fails to note issues
raised by FAS 115; Practice Bulletin 5 on income recognition on loans to financially
troubled countries contains inconsistencies with FAS 5, FAS 15, and FAS 114; and
Practice Bulletin 6 on the amortization of discounts on certain acquired loans
contains inconsistencies with FAS 5, FAS 114 and FAS 115.
Rather than highlight these conflicts, as is done in the current draft of the guide, we
believe that the guide should not be issued until AcSEC has resolved these matters.
It would be inappropriate and inefficient to issue a guide that is riddled with
unanswered questions.

Attached are some additional specific comments based upon our review of the draft
audit and accounting guide. If you would like to discuss these further, please feel
free to call me at (212) 559-2867 or Fred Battline at (212) 559-7721.

Roger W. Trupin

CITICORP REVIEW
PROPOSED AICPA BANK AUDIT GUIDE
REF.

TOPIC

CONCERN

RECOMMENDATION

2.31

Provides general
description of leverage
ratio

Fails to indicate that
regulators may not have
told bank a minimum
leverage ratio.

Guide should note that
financial institutions are
generally not made aware
of their specific leverage
ratio requirements.

2.48

indicates that footnotes
should disclose
information about
regulatory capital
requirements, including
actual and required capital
and leverage ratios and
factors that could
materially affect capital
adequacy.

Does not belong In
financial statements.
Regulatory capital
computations do not
purport to be based on
GAAP numbers. Would
require auditor to audit
capital ratios in addition to
financials. Regulatory
examination teams already
do this.

GAAP financial statements
should not incorporate
regulatory capital data.
Such data is outside the
scope of financial
reporting.

2.53, 2.54,
19.13(16)

Disclosure examples
would include discussion
of prompt corrective action
triggers, specific regulatory
restrictions and
agreements, and
management's plans for
compliance.

This type of information
does not belong in the
financials, as discussed
above. In addition, the
intended distinction
between "capital
adequacy" and "prompt
corrective action" ratios is
unclear, particularly since
identical amounts are
presented for each in the
sample disclosure.

Information about
regulatory matters and
management plans should
not be part of the financial
statements. If there are
going concern issues, the
existing rules are
adequate to address.

5.7, 5.23,
etc.

Defines asset-backed
securities as "derivative"
securities.

Will add to confusion - is
inconsistent with FAS 119
definition.

Use of term "derivative"
should be limited to
futures, forwards, swaps
and options, consistent
with FAS 119.

5.10, 5.15

Examples of credit
enhancements assume it
is provided by the issuer of
the asset-backed security.

In many cases, third
parties provide credit
enhancement When
provided by issuer, raises
separate issue re
regulatory recourse.

Examples of credit
enhancements on assetbacked securities should
include those provided by
third parties.
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REF.

TOPIC

CONCERN

RECOMMENDATION

5.52

Discusses FFIEC policy re
"high-risk" securities.

Discussion does not reflect
recent FFIEC clarifications
on the issue.

Discussion of "high-risk"
securities should reflect
recent FFIEC policy
clarification.

5.53

Indicates that certain
assets classified as
securities under FAS 115
are classified as loans for
regulatory reporting.

Should no longer be an
issue now that regulators
have adopted FAS 115 for
regulatory reporting.

Discussion should note
that regulators have
adopted FAS 115 for
regulatory reporting
purposes.

5.58

States that period of
amortization or accretion
of premiums and discounts
on debt securities should
run to maturity date, not
an earlier call date.

We believe premium
should be amortized to
earliest call date.

Guidance should be
revised to have premiums
on investment securities
amortized to earliest call
date, discounts to maturity
of the security.

5.60

Discussion of other than
temporary impairment of
asset-backed securities
has a footnote reference
to FAS 119.

Relationship between
discussion and footnote is
unclear.

Relevance of footnote
reference should be
reevaluated.

5.73, 5.74

Guide states that if
institution is at risk for any
losses due to securities
lending transactions, it
should record obligation to
replace the securities and
a receivable from the party
to whom the securities are
lent. (See also 13.42
below).

This issue requires
additional clarification.
FASB is proposing to treat
security borrowing/lending
transactions as purchases
and sales. In contrast, the
draft of the broker-dealer
audit guide discusses
accounting for the
collateral deposited or
received as an asset or a
liability.

The accounting for
securities borrowing and
lending securities appears
to be generating
conflicting/confusing
guidance. The basic
principles are not clear
from the current draft. The
Guide should not be
issued until these
questions are resolved.

5.76,
6.52

Notes AcSEC considering
actions to amend PB 6,
"Amortization of Discounts
on Certain Acquired
Loans" due to conflicts
with FAS 5,114 and 115,
but that FASB standards
take precedence for
transactions within their
scope.

Guide does not elaborate
on the issue.

The Guide should not be
issued until these
questions are resolved.
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REF.

TOPIC

CONCERN

RECOMMENDATION

6.38

Attempts to distinguish
loan syndications from
participations, but uses
word "participate" in
describing a syndication.

Potentially confusing.

Change "participate" to
-fund".

6.53

Discussion of TDR’s does
not discuss receipt of
security in exchange for
loan.

EITF reached consensus
on this issue.

Discussion of troubled
debt restructurings needs
to reflect EITF 94-8 on
securities received in
TDRs.

6.60

Discussion of PB 4 on
foreign debt/equity swaps
fails to note issues raised
by FAS 115, if debt
security is swapped for
equity security.

PB 4 generally precludes
gain recognition in swaps,
while FAS 115 (and EITF
94-8) would appear to
require gain recognition.

The Guide should not be
issued until these
questions are resolved.

6.62

Discussion of PB 5 on
Income Recognition on
Loans to Financially
Troubled Countries notes
it may be inconsistent with
FAS 5,15 and 114, but
that FASB standards take
precedence for
transactions within their
scope.

Guide does not elaborate
on the issue.

The Guide should not be
issued until these
questions are resolved.

6.110

Paragraph is entitled
"Balance-Sheet
Classification of Loans"
but refers to LOCOM
treatment for loans held
for sale.

Balance sheet
classification is an issue
only if material.

Section should be entitled
"Loans Held for Sale".

7.1,
7.15,
7.55

States that liabilities
related to off-balance
sheet credit risk are not
reported as part of the
allowance, despite
acknowledgment that
credit risk is an integrated
concept

Credit risk crosses product
lines. Not meaningful or
practical to segregate
"loan" risk from other credit
risk.

Guide should be revised to
describe appropriate policy
and related disclosures
regarding credit risk, but
not require artificial
allocation of allowance.
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REF.

TOPIC

CONCERN

RECOMMENDATION

7.6

Describes concept of
"unidentified impaired
loans", not individually
identified as impaired but
believed to have some
inherent impairment on a
portfolio basis.

Unclear why loan that is
unimpaired when
evaluated requires reserve
when viewed as part of
portfolio. Inherent conflict
regarding "general
reserves" that FAS 114
failed to address. GAO
report urges FASB to
issue further guidance.

Guide should avoid
characterizing nature of
reserves.

7.7

Discusses credit
classification process, but
fails to describe linkage (or
lack thereof) to FAS 114
concepts.

As described in Guide,
credit classification
systems are generally tied
to assessment of
collectibility of principal. In
contrast, FAS 114 defines
loss as principal or
interest

Guide needs to more
dearly distinguish credit
risk management from
FAS 114 accounting
concepts.

7.11

Describes ATRR in terms
of minimum specific
reserves required by
ICERC.

Fails to note that specific
charge-offs are the
equivalent of charge-offs
for many banks.

Discussion of ATRR
should indicate that the
adjustments may be
specific reserves or
charge-offs, and should
address whether the
treatment of recoveries in
value should be the same
in either case.

8.2

Discussion describes loan
sales as interest rate risk
management tool.

Does not refer to other
potential tools, such as
derivatives.

Discussion of interest
sensitivity should refer to
derivatives and other risk
management tools, not
just loan sales.

8.8

Discussion indicates that
for regulatory reporting,
carrying value of
purchased mortgage
servicing and purchased
credit card relationships
cannot exceed discounted
cash flow.

Regulatory limit is a bit
more complicated, and
looks to 90% of estimated
fair value.

Discussion of regulatory
limits need to be clarified.
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REF.

TOPIC

CONCERN

RECOMMENDATION

8.28

Indicates loans held for
sale should be presented
separately on the face of
the balance sheet

Should not be an issue if
immaterial.

Discussion should indicate
that separate balance
sheet classification for
loans held for sale is
appropriate if material.

10.14

Indicates that cost of
purchased software
should be capitalized.

Does not address
internally developed
software.

Guide should address
internally developed
software, not just
purchased.

12.11

Discussion of repo
"business risk" focuses on
potential for management
errors.

Discussion should focus
on factors other than
misunderstandings,
incorrect pricing, or
incorrect assessments of
risks and terms.

The discussion of
business risk on repos
should be broadened to
address market risk
factors.

12.24

Discusses application of
FIN 39 to repos and
reverse repos.

Does not refer to FASB
ED on repo netting.

The discussion of repos
and reverse repos should
refer to the FASB ED on
repo netting.

13.42

Notes that securities
lending transactions may
involve securities held in
trust for customers. If the
institution is at risk for any
losses due to the lending
transaction, it should
record its obligation to
replace the securities and
a receivable from the party
to whom the securities are
lent

This issue requires
additional clarification as
current discussion is
confusing. FASB is
proposing to treat
securities borrowed/
loaned as purchases and
sales. Application of this
theory to customer
securities is unclear.

The accounting for
securities borrowing and
lending securities appears
to be generating
confiicting/confusing
guidance. The basic
principles are not clear
from the current draft
AcSEC should attempt to
resolve these issues
before the Guide is issued.
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REF.

TOPIC

CONCERN

RECOMMENDATION

15.3415.45

Describes five reasons for
banks to engage in
derivative activities
(hedging, asset/liabllity
management, speculating,
market making and risk
management services for
clients).

In practice, distinction is
between trading and end
user (consistent with FAS
119). Attempt to
distinguish hedging from
ALM and speculation from
market-making is not
meaningful in this context
However, in context of
ALM should distinguish
transactions intended to
modify interest rate
characteristics of specific,
designated assets and
liabilities from unlinked
"macro" risk management

Guide should use
accepted distinction
between trading and end
user, consistent with FAS
119.

15.4815.69

Uses term "hedge"
generically to cover
transactions accounted for
under accrual/ deferral
methodologies.

"Hedge" is a risk reduction
concept, as opposed to
risk management or risk
selection. Accrual/
deferral accounting is are
applied to both.

To reflect accepted
practice, the references to
"hedging" throughout this
section need to be
broadened to "risk
management activities".

15.48

Suggests that accounting
for futures and forward
contracts is fairly
consistent and well
defined.

Although similar to futures,
forward contracts (other
than FX) are not covered
by accounting literature.

Reference should be
clarified that accounting is
established only for
financial futures and FX
forwards.

15.74

Contains recommended
disclosures regarding
options and swaps.

FASB has issued FAS
119.

Recommended
disclosures should
conform to FAS 119.

16.6

Discussion of acquired
loan loss reserves
indicates that any changes
would have to be charged
to the provision.

SEC rules permit purchase
accounting adjustment to
extent acquirer's intent
differs from predecessor's.

Discussion of adjustments
to acquired loan loss
reserves should describe
exception that arises when
acquirer's intent differs
from prior owner.
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REF.
19.13
(7)

CONCERN
TOPIC
Sample disclosure for
Given valuation allowance
OREO includes activity in
approach, unclear what
valuation allowance
the criteria for "charge-off*
related to "charge-offs, net is supposed be. Is it the
of recoveries".
actual gain/loss on selling
the property?

RECOMMENDATION
The sample disclosure
regarding OREO should
clarify the nature of
charge-offs and
recoveries.

19.13
(10)

Sample disclosures
regarding derivative
activities.

Recommended
disclosures should
conform to FAS 119.

FASB has issued FAS
119.
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Mortgage Bankers
Association of America

Alison B. Utermohlen, CPA

The National Association
of Real Estate Finance

Senior Director
Residential Finance

Government Agency Relations
Tel. (202) 861-6557, Fax (202) 822-6320

112515th Street, N.W.
Washington, D.C. 20005-2766

January 17, 1995

MBA

Mr. James Green
Technical Manager - Federal Government
American Institute of CPAs
1455 Pennsylvania Avenue, N.W.
Washington, D.C. 20004-1081
Re:

AICPA’s Proposed Audit and Accounting Guide for Banks and Savings Institutions

Dear Jim:

The Mortgage Bankers Association of America (MBA) appreciates the opportunity to comment
on the above-referenced proposed AICPA Audit and Accounting Guide. Our comments are
restricted to Chapter 8, "Loan Sales and Mortgage Banking Activities," and are listed below by
paragraph as presented in the proposed Guide.
The MBA represents approximately 3000 companies engaged in the business of real estate

finance, including independent mortgage banking companies, mortgage banking subsidiaries of
thrifts, banks and credit unions, and companies with an interest in mortgage banking such as
insurance companies and other investors in mortgages and mortgage-backed securities (MBS).
We are concerned about the guidance in the Guide because it will directly impact our members
that are subsidiaries of thrifts and banks and, under certain circumstances, those that are
independent mortgage banking companies.
Specific Comments by Paragraph -

INTRODUCTION
Par. 8.1 It should be noted that this chapter addresses the accounting for "mortgage" loans.
Also, if the guidance is intended to cover residential as well as commercial loans, it should be
so stated.
The word "resale" in the first sentence should be changed to "sale/resale.

Mr. James Green
January 17, 1995
Page 2

Par. 8.2 The phrase in the fourth sentence, "- and the accompanying creation of income
streams from servicing and other fees
is misleading. Sales of loans and servicing rights give
rise to immediate gains or losses and not to "income streams.” While one might presume that
"streams” is a reference to the fees to be received from servicing mortgage loans that are sold
"servicing retained," the practice of retaining servicing rights is not covered until paragraph 8.6.
Par. 8.3 This paragraph makes reference to the GSEs and the federal agencies as "issuers,
investors and guarantors of asset-backed securities."
However, the Federal Housing
Administration (FHA), the Office of Veterans' Affairs (VA) and the Government National
Mortgage Association (GNMA), typically do not issue or invest in such securities. Consequently,
we recommend that the words "investors" and "issuers" be deleted from the second sentence and
that the last sentence be rewritten as follows:

"GSEs, and many private entities, may also participate in the secondary market as issuers
and investors in ABSs."

Par. 8.4 Our comments on this paragraph are as follows: (1) The word "resale" in the first
and second sentences should be changed to "sale;" (2) Regarding the first sentence, the
origination process does not include finding an investor. That activity may be concurrent with
the origination process; (3) Since remedies are often available to lenders if an investor identifies
a loan as deficient, the fourth sentence should be changed as follows:

"Individual loans that fail to meet the specified investor underwriting criteria
corrected or removed are eliminated from the pool of loans eligible for sale."
and (4) The last sentence should indicate that in most cases the originating institution is subject
to recourse for underwriting exceptions.
Par. 8.5 -

The word "resale" in the first sentence should be changed to "sale."

Note: The information in paragraphs 8.4 and 8.5 applies to loans that are purchased for sale, as
well as loans that are originated for sale, into the secondary market Consideration, therefore,
should be given to referencing loans that are purchased in these paragraphs. If such a change
is made, the word "resale" should be changed to "sale/resale."

Loan Servicing General -

The word "Mortgage" should be inserted before "Loan".

Mr. James Green
January 17, 1995
Page 3

Par. 8.6 Since the term "mortgage servicing rights" is one of the most commonly used
mortgage banking terms, we recommend that it be explained within this paragraph, as follows:

When mortgage loans are sold, the selling institution may retain the
right to service the
loansafter their sale. The rightto service mortgage loans, commonly
referred to as
"mortgageservicing rights" (MSRs), epresents the right to receive future fees forperforming fu
disbursing principal and interestamounts oinvestors,maintain gtaxand
insurance
escrow accounts, managing delinquentloansand foreclosed properties, and disposing of
foreclosedproperties. The servicingfees to be received whichare stated as a percentage
of the outstanding principal balance of a Ioan, are taken out of a borrower’s mortgage
payment beforethe remaining principal and interest is passed through to the investor in
the loan. MSRshave value iftheprojected feestobe received (including ancillary
income) exceed the mortgage servicer’s projec
tedloan administration costs.

Ancillary income earned from servicingmortgage loans includes the "float" earned by
servicers on mortgage payments and loanprepayments during the period they are held in
trust forinvestors, and various late-payment, prepaymentandothercharges.
loan administrationcostsincludecosts, in addition to the costs of performing the servicing
function, associated with maintaining escrow accounts, managing delinquent loans and
foreclosed properties and disposing of foreclosed properties. Since the net fees to be
received are a function of future events, the values for MSRs reflect estimates of such
factors as future mortgage loan prepayment speeds and foreclosure rates.

The net fees to be received are also afunction of a mortgage servicer’s agreements with
investors. For example M^additionMlher^
loan administration costs, a
servicer may be obligated wider its agreements to reimburse investors for the costs
associated with loans that go into default Investor agreements also affect the Boat a
servicer can earn sincetheygenerallydictate the timingandmanner in which a servicer
must pass through mortgagor payments.
MSRs can be obtained: (1) by purchase from another entity (in transactions in which the
related loans have been sold in a separate transaction); (2) by the purchase of loans and
servicing from another entity on a loan-by-loan basis; (3) through originations of loans
which are thensold "servicing retained;" or (4) as a byproductof thepurchase of one
enterprise by another. Under existing GAAP, only MSRs that arepurchasedmay be
recognised for financial reporting purposes 1/. These MSRs are commonly referred to

A footnote should be inserted after the third sentence of this paragraph:

Mr. James Green
January 17, 1995
Page 4

REGULATORY MATTERS
Par. 8.8 - This statement is true under GAAP also. The difference between regulatory reporting
and GAAP is in how purchased MSRs must be evaluated on an ongoing basis, and not in how
they are recorded at acquisition. An important issue to cover here is the difference between
GAAP and RAP as they relate to evaluating MSRs for impairment on an aggregated versus
disaggregated basis.

Also, why are "purchased credit card relationships" mentioned here? Mortgage banking activities
don’t involve such relationships.

ACCOUNTING AND FINANCIAL REPORTING
Loans Held for Sale General - This subtitle should be changed to "Mortgage Loans and Mortgage-Backed Securities
Held for Sale."

Par. 8.9 - This paragraph combines information on MBSs and loans held for sale which, in our
opinion, should be broken out into several paragraphs, as follows:
Financial Accounting Standards Board (FASB) Statement of Financial Accounting
Standards No. 65 (FAS 65), Accounting for Certain Mortgage Banking Activities,
establishes the
foraccounting
mortgage loans
provides guidance on the proper accounting

held for sale and MBSs held in conjunction with mortgage banking activities 2/.
.
Mortgage backed securities held for sale in conjunction with mortgage banking activities
shall be classified as trading securities and reported at fair value in conformity with FASB

Statement No. 115, Accounting for Certain Investments in Debt and Equity Securities.
FASB Statement No. 65 states that-mortgage loans held for sale shall be reported at the
lower of cost or market-value, determined as of the balance-sheet date, and-that either the
aggregate or individual loan basis may be used in determining the lower of costor market

Mr. James Green
January 17, 1995
Page 5

value fer-each type of loan. The amount by which the cost of such leans exceeds their
market value should be accounted for as a valuation allowance. The ma
jor provisions of
FAS 65 relating to
below.

A footnote should be inserted after the first sentence:

2/ FAS 65 wasamendedby FASB Statement ofFinancial Accounting Standards No. 115
(FAS 115), Accounted for Certain Investments in Debt and Equity Securities, torequire
MBSs that are held in conjunction with mortgage banking activities to beaccountedforas trading sec

Par. 8.9 would continue:
FASB Statement No. 65 states that mortgage leans held for sale Loans held for sale shall
be reported at the lower of cost or market value, determined as of the balance-sheet date.

and that either the aggregate or individual loan basis may be used in determining the
lower of cost or market value for each type of loan. The amount by which the cost of
such loans exceeds their market value should be accounted for as a valuation allowance.

The lower of
market value for each type of loanmay be determined on an
aggregate or individual loan basis. The capitalized cost of acquiring rights to service
mortgage loans, associated with loansheld for
be excluded from the cost of the
loans for the purpose of determining their lower ofcostormarket value.
The amount by which the cost of loans held for sale exceeds their market value shall be
accounted for as a valuation allowance. Changes in the valuation allowance account shall
be included in the net income of the period in which the change occurs. Increasesin the

market value of loans above their costshall be recognized in income only when the gains
are realized (i.e., when the loans are sold to investors).
Loans held for sale thatare reclassified asloansheld for investment shall be valued at
their lower of cost or market value atthe reclassificationdate. Any differenceetwee
b
n
the outstanding principal balance of a loan and its market value at that date shall be
amortized to incomeover the estimated life of the loan using the interest method.

MBSsheld in conjunction with mortgage banking activities should be classified as trading
securities and reported at fair value.
fair values ofMBSs shallbe
recognized in income m the period in which th
e changes occur.
Par. 8.10 - This paragraph should be amended to address the market values of committed and
noncommitted MBSs as well as loans. Some of our general thoughts are offered below.
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With respect to subparagraph a., the term "committed loans" can mean loans that a lender has
committed to originate and/or loans that the lender has committed for sale. Since it appears that
the reference is to loans that are committed for sale, it should be so stated.

Consideration should be given to including information in the Guide on the exposure presented
by loans that an institution has committed to originate that are not yet closed (i.e., are in the
"pipeline") and that are not committed for sale. Such commitments expose entities to significant
interest risk since, in a rising interest rate environment, they are likely to be sold into the
secondary market at a loss.
Also with respect to subparagraph a., the reference in the second sentence to "contractual service
fee" is inaccurate (i.e., it should read "mortgage servicing rights"). The guidance in the third

sentence is inconsistent with the guidance in paragraph 10. of FAS 65 which states that
determinations of the market value of loans shall exclude the market values of any associated
capitalized servicing rights. The market values of those servicing rights are determined separately
in conjunction with evaluating those rights for impairment The market values of any originated
servicing rights that are committed for sale should not be recognized until those rights are sold.
Regarding subparagraph b, the parenthetical note "(for example, servicing retained or released)"
is inconsistent with our understanding of a "market" in which an institution normally operates,

pursuant to FAS 65. A "market," as we read FAS 65, refers to the usual and customary
placement sources for an institution’s loans and MBSs.

With respect to subparagraphs c. and d.: These comments were incorporated into our rewrite of
paragraph 8.9 (see above) since they relate to the accounting for loans held for sale and not to
the market values of loans and MBSs.
The above comments are incorporated into the following suggested revision of paragraph 8.10:

FAS 65 requires
values
of loansthe
anmarket
dMBSsthatarecom it edforsale
investors tobe determinedseparatelyfromthosethar euncom itedforsale, s
a. Themarketvalues of loans and MBSs
based on actualcommitmentprices:

bedeterminedseparately. Uncommited3/shalbed terminedbasedonthe

to

follows:

thatarecommitted for sale to

b. The market for
uncommitted
values
saleof
toloans
investors
and MBSs
shall that are
based on themarket

in which the mortgage banking enterprise normally operates. Pursuant to par. 9.b ofFAS

65, that determinationwould include consideration of: (Subparagraphs b.(1) through (4)
could be listed here or simply referred to in FAS 65).
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Par. 8.11 We recognize FAS 115 amended FAS 65 to include this sentence. Nevertheless,
we recommend that it be deleted from the Guide because it can be read to mean that the fair
value of loans that are securitized shall be carried forward as the cost basis of the resulting
MBSs. This guidance would have been required by par. 11 of the FASB’s proposed amendment
of FAS 65; however, the FASB recently decided to delete it from the Exposure Draft.

Sales of Loans
General - This subsection should be entitled "Sales of Mortgage Loans."

Par. 8.12 The second part of the first sentence ("and to avoid recognition...") is unnecessary
and should be deleted. Also, we recommend that the first sentence be restated:

A primary The objectives of accounting for sales of loans are is to recognize the
economic gain or loss income from the transaction in the period of sale and to avoid
recognition of income or expenses attributable to-future periods in which it is earned.
Also, the first and second sentences contain different thoughts. The first sentence addresses when
gains and losses on sales of loans should be recognized, and the second addresses the calculation
of such gains and losses (which is the subject of the next paragraph).
Par. 8.13 The second sentence of Par. 8.12 clearly states how gains and losses on sales of
loans are calculated whereas the language in this paragraph is confusing. For example, while this
paragraph indicates that a loan’s "actual or stated yield" is one and the same, they are only the
same if a loan is sold, servicing released, at par. Consequently, we recommend that the second
sentence of paragraph 8.12 be used to replace this paragraph. We further recommend that
"related allowances" be deleted from the parenthetical notation in that sentence since they
generally don’t figure into calculations of gains or losses on sales of loans if they were originated
or purchased for sale into the secondary market

Mr. James Green
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Par. 8.14 The reference to ETTF Issue 88-11 is misleading since the Task Force agreed, in
its deliberations on Issue 88-11, that "the guidance of the FASB staff in Issue 84-21 ("Sale of
a Loan with a Partial Participation Retained") applies to transactions involving the sale of the
entire principal balance at a price at or near par." In other words, the guidance in Issue 84-21
applies to sales of loans where servicing is retained at or near a normal servicing fee rate. We,
therefore, recommend that a discussion of the guidance in Issue 88-11 be moved to a new
paragraph, for example, on sales of principal-only and interest-only strips.
The statement in the fifth sentence that "prepayment estimates should be based on the prepayment
experience for similar instruments" is inconsistent with actual practice. Generally speaking, the
values of excess servicing fees or deferred servicing fees are determined using projected, rather

than historical, prepayment speeds. The last sentence of this paragraph is confusing for this same
reason; amortization of excess and deferred servicing fees generally reflects projected
prepayments. The guidance in EITF Issue No. 86-38, "Implications of Mortgage Prepayments
on Amortization of Servicing Rights" should be referred to.

Par. 8.15 Parts of the guidance in this paragraph are already contained in paragraph 8.9,
Loans held for Sale, and in paragraph 8.17, Sales of Loans with Recourse. Also, this paragraph
mixes the guidance in EITF Issue Nos. 89-5 and 94-5 (see Sales of Servicing Rights below) which does not apply to sales of loans - and the guidance in FAS 77 - which focuses on the
transfer of control of the economic benefits of a receivable to a buyer. This paragraph should
be deleted.
Par. 8.16 This paragraph mixes references to the authoritative literature for accounting for
loan sales and for mortgage servicing rights. The first sentence of the paragraph should simply
state that auditors should review the authoritative literature for further guidance on the accounting
for sales of loans. Some of the more important literature should be cited, with brief explanations
as to their content
Also, reference is made in this paragraph, and in several subsequent paragraphs, to "deferred loan
sale premiums." This term could be presumed to refer to "excess servicing fees" and/or deferred
gains on sales of loans (which are generally understood to be separate and distinct from the gains
resulting from the retention of excess servicing fees). Consequently, we recommend that the term
"deferred loan premiums" be deleted from Chapter 8 of the Guide.

Sales of Loans with Recourse
General -

"Mortgage" should be inserted before Loans.

Par. 8. 17 -

No comment.
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Servicing Rights

General -

"Mortgage" should be inserted before "Servicing."

Par. 8.18 -

We recommend that this paragraph be reworded, as follows:

The thoughts contained in paragraph 8.18 relating to the accounting for originated MSRs and
PMSRs are covered in paragraphs 8.6, 8.19 and 8.20.
Purchased Servicing Rights

General We recommend that this subtitle be eliminated and that paragraph 8.19 follow
immediately under 8.18.

Par. 8.19 Since an amendment of FAS 65 will drastically change the accounting for MSRs,
its major provisions should be described. However, with respect to what is written here - the
second sentence should be restated to make it clear that the amount capitalized as PMSRs is the
buyer’s cost, subject to a net present value test of the projected net revenues to be derived from
those rights (i.e., the amount capitalized may be less than, but not greater than, those discounted
net revenues). Also, we recommend that "other factors" in the last sentence be replaced with
"other servicing costs."
Par. 8.20 Given that MSRs are a significant asset to many institutions, consideration should
be given to breaking this paragraph down into several, each of which would focus on a major
aspect of accounting for MSRs. For example, one paragraph could address valuing MSRs at
acquisition while another could address evaluating MSRs. The relevant literature, which would
include pronouncements not listed here, should be cited within each paragraph.

It should be emphasized that the accounting in these areas will change significantly with an
amendment of FAS 65.
Sales of Servicing Rights
General -

The word "mortgage" should be inserted before "servicing rights.
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Par. 8.21 We are not aware of any authoritative literature which specifically prohibits
recognition of gains on sales of servicing rights with the loans retained. Upon what basis is this
guidance founded? Also, the third sentence is confusing: it simultaneously refers to "proceeds
from such sales" (which, presumably, is a reference to gains on sales of servicing rights) and to
"loan discounts" (which typically give rise to losses on sales of loans).

Par. 8.22 The second sentence contains the phrase "requirements to give advance notification
of mortgagors." The word "of" should be changed to "to." Also, this paragraph should cite EITF
Issue No. 94-5.

Par. 8.23 We have two basic comments relative to this paragraph.
First, it should
incorporate (and, preferably, be consistent with) the ETTF’s ultimate position on Issue No. 94-5,
Determination of What Constitutes AU Risks and Rewards and No Significant Unresolved
Contingencies in a Sale of Mortgage Loan Servicing Rights under Issue 89-5. Second, MBA
disagrees with the guidance in the Guide as currently drafted and with the current guidance in
EITF Issue 94-5.
The Guide and Issue 94-5 are inconsistent since the language in bullet point three under this
paragraph would deny sales treatment to transactions in which the seller has agreed to buy back
any servicing rights on loans that default or prepay subsequent to closing. However, the EITF’s
consensus in Issue 94-5 (which amends EITF Issue 89-5) would deny sales treatment to
transactions in which a seller of servicing rights retains any credit or market risk associated with
the rights. The Guide does not address situations in which the seller agrees to indemnify the
buyer for future costs (and not to buy back the servicing rights), such as the costs associated with
VA No-Bids, or agrees to establish reserves to cover costs on defaults or prepayments.
MBA's position on the proper accounting for sales of mortgage servicing rights is described in
detail in the enclosed letter from MBA's Executive Vice President Warren Lasko to EITF
Chairman Timothy Lucas on EITF Issue 94-5. Among MBA's concerns over Issue 94-5 is that
it has raised, rather than resolved, practice issues - a few of which are described in Mr. Lasko's
letter. These issues are discussed in the enclosed Issue Summary which was prepared recently
by the FASB staff and which is scheduled to be discussed by the EITF at their January 19,1995,
meeting.

Par. 8.24 What is a "normal" subservicing fee? More information should be provided on
subservicing arrangements, exactly what they are, how they should be accounted for, citations
of relevant literature, etc.
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Par. 8.25 The fourth sentence states that "A sale has not occurred until an approval of
transfer of rights has been requested.” While it is MBA's understanding that auditors generally
have not allowed sales recognition until the approval has been granted, we recommend that this
language be revised consistent with the EITF’s ultimate deliberations on Issue 94-5.
VA No-Bids and Private Mortgage Agencies

General We recommend that this information be moved to the section on Mortgage
Servicing Rights because most VA loans are pooled and sold as MBSs. Consequently, lenders
generally are only affected by VA No-Bids to the extent they affect their costs to service loans
and, hence, the values of their mortgage servicing portfolio. It seems appropriate, therefore, to
discuss mortgage insurance in tandem with discussing MSRs.
Also, there are no private mortgage "agencies," only private mortgage insurance companies.

Par. 8.26 - We would suggest that the Guide include a short description of the mortgage
insurance programs of the VA, FHA, and private insurance companies. We have the following
example to offer with respect to VA No-Bids, but we suggest that additional information be
included on FHA insurance and private mortgage insurance:
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Par. 8.27 - This paragraph is unnecessary in light of the practice (as described above) by
servicers of "buying down" the total indebtedness of loans in order to avoid VA No-Bids.
Financial Statement Presentation and Disclosure

Par. 8.28 - We would suggest that the words "FAS 65, as amended by" be inserted after "in
conformity with" in the second sentence.
The third bullet point is unnecessary in light of the information required by the fifth and eighth
bullet points.
We would also suggest that the fifth, sixth and seventh bullet points be modified as follows:
A roll forward of deferred loan sale premium (excess servicing) or discount (servicing
liability) activity Reconciliations of beginning and ending balances of excess servicingfee
receivables and deferred servicing fees (normal amortization, amortization due to changes
in prepayment assumptions, changes due to loan sale activity, impairment wri
te-downs

and so on) for each year of operations presented.
The nature and extent of any material recourse provisions caused by, for example,
borrower default or technical underwriting exceptions associated with both the
institution’s servicing portfolio and the loans that the institution may have subsequently
sold related to the enterprise's

mortgageloans
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A roll forwardReconciliations of the beginning and ending balances of the enterprise's
purchased
of
purchasmortgage
ed serving
servicing
activirights
ty (purchases, sales,
provisions for impairment, amortization, and so forth) for each year of operations
presented.

With respect to the ninth bullet point, the meaning of "the nature and extent" of escrow accounts
is unclear.

AUDITING
General The auditing objectives relating to mortgage-backed securities held in conjunction
with mortgage banking activities should be included here. Also, more emphasis should be placed
on the auditing objectives related to mortgage servicing rights and they should probably be listed
first.

Par. 8. 29 Subparagraph d. - Should be modified to include the words "and foreclosure advances" after
"Escrow advances."
Subparagraph e - Why does it have to be "related" servicing rights?

Subparagraph f. - The words "deferred loan sale premiums or discounts" should be changed to
"Excess servicing fees, deferred servicing fees and..."
Subparagraph g. - What is meant by "proper title has passed?" If the objective here is to ensure
that sales of servicing rights are recognized in the proper period, it is redundant in light of
subparagraph e.

Subparagraph h. - The wording of this subparagraph confuses the accounting for loans held in
portfolio and the accounting for mortgage servicing rights. Since most entities engaged in
mortgage banking activities do not have loans in portfolio, the losses being referred to here would
be accounted for as projected additional mortgage servicing costs. As such, they would be
imbedded in the value of an entity’s mortgage servicing portfolio and not reflected in any
"allowances for possible losses."

Consideration should be given to including a bullet point on compliance with investor servicing
agreements and with the laws and regulations pertaining to an entity’s lending and servicing
practices.
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Planning

Par. 8.31 GNMA and HUD should not be referred to as "investors." Also, "investor and
escrow accounts" can refer to the same accounts. Is the intention here to distinguish between
escrow accounts for loan principal and interest payments held in trust for investors as opposed
to escrow accounts for tax and insurance payments held in trust for borrowers?
Par. 8.32 -

Again, GNMA and HUD should not be referred to as "investors."

Internal Control Structure Over Financial Reporting and Possible Tests of Controls
Par. 8.34 Bullet Point One - Should include "servicing" practices.
Bullet Point Three - The word "derecognition" should be explained. Also, why is mention made
only of loans sold with servicing retained? What about loans sold servicing released?

Bullet Points Three and Four - Investor, escrow, and custodial accounts can mean one and the
same thing (see comment under Par. 8.31 above).
Bullet Point Seven - The term "deferred loan sale premium" should be changed to "excess
servicing fees."

A point should be added to evaluate the adequacy of the quality control function to ensure sound
underwriting and documentation practices are followed.
A point should be added to make inquiries of the institution’s risk management group to
determine the extent to which reliance can be placed on its work.

Par. 8.35 -

Bullet Point One - The word "income" should be changed to "other servicing revenue" and it
should be listed last

Bullet Point Two - What does "cleared currently" mean in reference to reconciliations of
custodial accounts?
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Substantive Tests

Par. 8.36 General - More emphasis should be placed on testing the values of purchased mortgage servicing
rights and excess servicing fees.

Bullet Point One - Again, the use of "custodial/escrow and investor account reconciliations" is
confusing since custodial, escrow and investor accounts can be one and the same thing.
Bullet Point Four - The last part of the sentence, beginning with "whether excess servicing..."
should be deleted and replaced with "whether the sales were recorded properly."
Bullet Point Five - This test seems redundant in light of bullet point four.

Bullet Point Six - The meaning of "Analytically projecting service fees" should be explained.
Bullet Point Seven - What is the purpose of this test? If the purpose is to test prepayment data
used by a company, it is important to recognize that the values of MSRs generally reflect
projected prepayments which may, or may not, reflect recent historical experience. Also,
"deferred loan sale premiums" should be changed to "excess servicing fees."
Bullet Point Eight - The reference to "allowances of servicing and escrow advances" is
misleading. These advances generally are not recorded as allowances but as receivables.
Bullet Point Nine - Should end after "the valuation process" and the words "reasonableness of"
inserted before "assumptions" on the first line.

Bullet Point Ten - It unclear whether the test is aimed at loans sold with recourse or loans being
serviced under a recourse arrangement. With respect to loans being serviced under a recourse
arrangement, any projected future costs associated with such an arrangement would be
incorporated in the value of the servicing portfolio and not in a loss reserve.
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Conclusion
I hope this information is helpful to the AICPA as it proceeds to complete its work on the Guide.
MBA’s members would be happy to lend whatever support is needed in order to assist the
AICPA in this effort.

Again, the MBA appreciates the opportunity to comment on the Guide.

Sincerely,

Alison B. Utermohlen

Enclosures

cc:

Timothy S. Lucas, Financial Accounting Standards Board
James P. Gross, Chairman, MBA’s Audit & Internal Controls Subcommittee
Anne McCallion, Chairwoman, Accounting Standards Subcommittee
Members, Affiliation of Mortgage Banking Auditors
Dean Fox, Chairman, MBA’s USAP Working Group

Comptroller of the Currency
Administrator of National Banks
Office of the Chief National Bank Examiner
Office of the Chief Accountant
250 E Street, SW
Washington, D.C. 20219

January 26, 1995

Mr. James F. Green
Federal Government Division, File B-l-500
American Institute of Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, DC 20004-1081

Dear Jim:
Enclosed please find our comments on the Proposed Audit and Accounting Guide for Banks
and Savings Institutions. Overall, we are impressed by this document and feel it will be very
helpful to bankers and auditors.
We appreciate the opportunity to comment on the Proposed Audit and Accounting Guide.
Please contact me if you have any questions or would like to discuss these matters further.

Sincerely,

Zane D. Blackbum
Chief Accountant
Enclosure

OCC Comments on Proposed Audit and Accounting Guide for Banks and
Savings Institutions
Chapter 2, Regulation and Supervision
Paragraph 2.13 describes the frequency with which federally insured depository
institutions are required to be examined. This section should be updated to reflect provisions
of the Riegle Community Development and Regulatory Improvement Act of 1994. The
legislation permits an 18-month examination cycle for institutions with total assets of less
than $250 million and an "outstanding" composite rating and for institutions with total assets
of less than $100 million and an "outstanding" or "good" composite rating.
In this paragraph it would also be helpful to emphasize that a regulatory examination
is not the same as an examination of financial statements in accordance with generally

accepted auditing standards.
Paragraph 2.16 provides a description of procedures performed at the beginning of an
examination and makes several references to reviews of the institution’s written policies and
procedures. In July 1994, the OCC issued Community Bank Examination Procedures for
Noncomplex Banks. The philosophy behind the noncomplex bank procedures focuses
examiners on assessing a bank’s practices, rather than its written policy. The philosophy
emphasizes that if a noncomplex bank is adhering to sound fundamental principles, the OCC
will not mandate that it place these principles in writing. A written policy will only be
required in noncomplex banks when: 1) a law or regulation mandates a written policy; 2)
the OCC has determined that the product or issue addressed is complex in nature; or 3)
management has not demonstrated that it can properly manage and control the risks facing
the bank.
In conjunction with this change in OCC policy, we recommend the following
modifications to paragraph 2.16, "An examination generally begins with a review of various
background material and information, including practices, policies and/or procedures
established by an institution. The examiner compares these practices, policies and/or
procedures to regulatory and supervisory requirements and assesses the institution’s
adherence to sound fundamental principles in its day-to-day operations. Any additional
detailed procedures considered necessary would then be applied. A written report of
procedures and findings is then prepared by the examiner."

Paragraphs 2.48 through 2.55 would require audited financial statement disclosure of
regulatory capital and related matters. Specifically, financial institutions would be required
to provide information about: (1) the existence of regulatory capital requirements, (2) the
actual or possible material effects of noncompliance with such requirements, and (3) whether
the bank is in compliance with capital requirements. When disclosing the bank’s compliance
or noncompliance with capital requirements, banks would also provide quantitative measures
of required and actual Tier 1 leverage, Tier 1 risk-based capital and total risk-based capital
as of the balance sheet date.

We believe that regulatory capital and related matters are significant to a bank and its
financial condition. Therefore, we believe the information specified above would be valuable
to users of a bank’s financial statements.

It has been suggested that those institutions classified "well capitalized," as defined,
should be permitted to provide fewer disclosures than other banks. Due to the possibility for
rapid changes in a bank’s financial condition and the existence of subjectivity in determining
regulatory capital, we believe it is appropriate to have consistent disclosure requirements for
all institutions, regardless of their capital status.
Paragraph 2.59 describes the Annual Report, as defined, that management is required
to prepare under FDICIA. The required financial statement component should be described
as comparative financial statements.
Paragraph 2.63. The various FDICIA reports should be described as being filed with
the FDIC and other regulatory agencies.
Paragraph 2.78 introduces the existence of GAAP-RAP differences and refers to the
requirement to file "periodic RAP-basis call reports." We recommend that this discussion be
modified to include the formal name of these periodic reports (Consolidated Reports of
Condition and Income for banks and Thrift Financial Reports for thrifts) and note that they
are required to be filed quarterly.
Paragraph 2.81 (and paragraph 10.10). The section applicable to negative goodwill
states that, "Consistent with Accounting Principles Board Opinion No. 16, "Business
Combinations," the OCC, FRS, and the FDIC require negative goodwill be reported as a
deferred credit with no offset against goodwill recorded as an asset." This statement should
be clarified to explain that APB #16 and the banking agencies do not permit offsetting of
negative goodwill and goodwill recorded as an asset from two or more separate acquisition
transactions. As currently drafted, a reader could infer that such "offsets" are not permitted
within a single acquisition transaction.

Paragraph 2.92 provides a summary of the types of OCC publications (e.g., Advisory
Letters, OCC Bulletins, etc.) and a source for obtaining copies of such items. The phone
number to be used in ordering OCC publications is (202) 874-4700. References to the OCC
Policies and Procedures Manual should be deleted as this manual is administrative in nature
and not distributed to the public. It would be more appropriate to refer auditors and
accountants to the Comptroller’s Handbook.
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Chapter 5, Investments in Debt and Equity Securities
Paragraph 5.49, footnote 2 refers to the interagency policy statement on securities
activities and the OCC adoption of this policy through Banking Circular 228. We
recommend that this reference be expanded to note that the interagency policy statement has
been further revised through the publication of FFIEC letters dated April 15 and August 8,
1994. These letters are incorporated in OCC Bulletins 94-25 and 94-48, respectively.

Paragraph 5.52 discusses high-risk mortgage securities and indicates that they are not
suitable for classification in the held-to-maturity securities portfolio. It would be helpful to
stress that classification of these securities as trading or available-for-sale is required if they
are considered high-risk when acquired. If a held-to-maturity security becomes high-risk
after its acquisition, it does not necessarily have to be redesignated as trading or availablefor-sale.

Paragraph 5.53 indicates that certain instruments that fit the FASB #115 definition of
securities may be required by a federal banking agency to be classified and accounted for as
loans. It is correct that the call report instructions require certain securities, as defined by
FASB #115, to be classified as loans. However, the federal banking agencies have adopted
FASB #115 for accounting purposes and we require those instruments to be accounted for in
accordance with that guidance.

Chapter 6, Loans
Paragraph 6.40 discusses the types of real estate lending policies banks are to develop
and maintain in writing. The draft indicates that there are five general areas to be addressed
by such policies, limits and standards for extensions of credit being one of those areas. In
fact, the required real estate lending policies should establish appropriate limits and standards
for extensions of credit with those limits and standards addressing the remaining four general
areas.
We recommend the following modification to paragraph 6.40, "Each institution is
required to adopt and maintain written policies that establish appropriate limits and standards
for extensions of credit that are secured by liens on or interest in real estate, or that are made
for the purpose of financing permanent improvements to real estate. The lending policies
must establish: a) portfolio diversification standards, b) underwriting standards, including
loan-to-value ratio limitations, c) loan administration policies, and d) documentation,
approval, and reporting requirements to monitor compliance and appropriateness."
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Paragraph 6.43 states that appraisals are required for real estate-related transactions
(as defined) having a value of $100,000 or greater. The appraisal limit was recently raised
to $250,000. It should also be noted that this is interagency guidance, rather than a rule of
only the FDIC. The appropriate reference for OCC guidance in this area is OCC Issuance
94-37, dated June 7, 1994.
Paragraph 6.46 specifies the income recognition criteria of FASB #114. In light of
the issuance of FASB #118 and the federal banking and thrift agencies’ decision to retain
existing nonaccrual guidance, this paragraph should be revised. Paragraph 6.46 should be
revised to acknowledge the different income recognition alternatives available under FASB
#118 and that the federal banking and thrift agencies will maintain their current nonaccrual
guidance in accordance with one of those alternatives.

Chapter 7, Allowance for Credit Losses
Paragraph 7.18 refers to Banking Circular 201 as providing guidance on the
allowance for loan and lease losses. It may be helpful to mention that this document is under
revision to incorporate the requirements of FASB #114. BC-201 was last revised as of
February 20, 1992.
It should further be noted that an interagency policy statement was issued December
21, 1993, which is, for the most part, consistent with BC-201. However, the interagency
policy statement also includes an arithmetic formula for checking the reasonableness of a
bank’s allowance estimate as compared to the average loss experience for the industry as a
whole. The formula amount is neither a "floor” nor a "safe harbor" level for an institution’s
allowance for credit losses. However, examiners will view a shortfall relative to this amount
as indicating a need to more closely review management’s analysis to determine whether it is
reasonable and supported by the weight of reliable evidence, and that all relevant factors
have been appropriately considered.

Chapter 8, Loan Sales and Mortgage Banking Activities
Paragraph 8.7 notes that, "...loans sold with recourse generally require additional
risk-based capital and separate disclosure in regulatory financial reports." It should also be
stated that, under regulatory accounting principles, in certain circumstances, loans sold with
recourse are reported as financings as long as any recourse provisions remain in effect.

Chapter 9, Real Estate Investments, Real Estate Owned, and other Foreclosed Assets
Paragraph 9.5 cites an interagency policy statement addressing sales of real estate
owned. The correct date of that policy statement is July 16, 1993.
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Paragraphs 9.8 through 9.13 provide guidance on accounting for foreclosed assets.
However, we noted the guidance does not address the determination of whether costs related
to those assets should be capitalized or expensed. This is an area in which we receive many
questions - indicating that there is a need for accounting guidance. Therefore, we
recommend that paragraph 11.07 of the current industry guide for banks be included in this
updated guide. Paragraph 11.07 states, "When the property is in a condition for use or sale
at the time of foreclosure, any subsequent holding cost should be included in expense as
incurred. When the property is not in a condition for use or sale at the time of foreclosure,
completion and holding costs, including such items as real estate taxes, maintenance, and
insurance, should be capitalized. Legal fees and other direct costs incurred by the bank in a
foreclosure should be included in expenses when they are incurred."

Chapter 14, Income Taxes
Paragraph 14.21 discusses the proposed capital limitation on deferred tax assets under
FASB #109. The banking agencies have recently announced that the proposal (as described
in paragraph 14.21) will be adopted in their capital rules. Thus, the tone of this paragraph
may be changed from a proposed rule to a final rule.

Chapter 15, Futures, Forwards, Options, Swaps, and Similar Financial Instruments
Paragraph 15.34, footnote 1 and paragraph 15.74 describe disclosure requirements for
derivative financial instruments. These items should be updated for FASB #119.
Paragraph 15.63 states that premiums received for writing options should be marked
to market. We are uncertain about the meaning of this accounting guidance. We
recommend replacing the sentence with language similar to that used in your recently issued
document, "Derivatives-Current Accounting and Auditing Literature." Pages 26 and 27 of
that document direct that, "Such premiums should be deferred, and the written cap, floor, or
collar should thereafter be marked to market value."

Paragraph 15.69 states, "Like written options, caps, floors, collars and swaptions
generally do not qualify as hedges." We believe this should be clarified to refer to written
caps, floors, collars and swaptions.
Paragraph 15.71 (c) is garbled. It appears some words were erroneously deleted
during the drafting process.
Paragraph 15.80, describes the necessity for segregation of duties related to
derivatives activities. This discussion should be expanded to note the need for segregation of
the derivatives valuation duties from those personnel who enter into the transactions.

5

Appendix D, FDI Act Reporting Requirements
This section should be updated to reflect changes in regulations that we understand the
FDIC will be publishing early in 1995, such as permitting banks with less than $9 billion in
assets to fulfill the FDICIA reporting requirements at the holding company level. The FDIC
is the best source of specific information in this area.
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Savings & Community Bankers
of America
January 26, 1995

Mr. James F. Green
Federal Government Division
File B-l-500
American Institute of
Certified Public Accountants
1455 Pennsylvania Avenue, NW
Washington, D.C. 20004-1081

RE:

AICPA Audit Guide: Banks and Savings Institutions

Dear Mr. Green:
Savings & Community Bankers of America ("SCBA") is pleased to offer its comments on the
American Institute of Certified Public Accountant’s ("AICPA”) proposed audit and
accounting guide, Banks and Savings Institutions. SCBA is a national trade association
representing an industry of more than 2,200 savings and community financial institutions
with more than 16,000 offices, 285,000 employees and nearly $1 trillion in assets.

SCBA is pleased that the AICPA has developed a uniform audit and accounting guide for
these depository institutions. The overlap of activities strongly justifies this step since
coordination of two guides with revisions on separate timetables has occassionally been
difficult. The proposed guide discusses those aspects of accounting and auditing unique to
banks and savings institutions. The guide was developed to assist accounting practitioners
and auditors in preparing and auditing the financial statements of banks and savings
institutions.
We commend the members of the AICPA’s savings institutions committee, banking
committee and audit committee for drafting a comprehensive guide for generally accepting
accounting principles and audit standards for the financial institutions industry. SCBA
greatly appreciates the AICPA’s leadership in undertaking this formidable and worthwhile
effort. The final publication will also be of great service to accounting and finance
professionals throughout the financial institutions industry.

SCBA has completed its review of the entire draft (241 pages). The following comments are
in response to the issues identified by AICPA in the introductory exhibit, and specific
comments on certain chapter paragraphs. Our review considered practical differences in
bank vs. savings institution operations and consistency in guidance.

Savings & Community Bankers of America
900 Nineteenth St. N. W., Suite 400. Washington, D.C. 20006

TEL. (202) 857-3100

FAX (202) 296-8716
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AICPA Issues for Comment
In response to issues raised by the AICPA committees in the draft, SCBA offers the

following comments:

Issue 1: Scope
Is the scope of the Guide with respect to non-federally insured institutions appropriate?
The current scope of the guide should include all depository institutions, insured and
uninsured, without regard to charter type or primary regulator. Credit unions should also be
included in the scope of the audit guide. SCBA believes that all financial institutions must
conform to uniform application of generally accepted accounting principles and audit
standards prescribed in the guide.

Issue 2: Income Recognition for Impaired Loans
If FASB eliminates FASB Statement No. 114’s income recognition guidance, how
should income recognition be addressed in the final guide?
Since the draft guide was written and distributed, the FASB issued FAS No. 118,
"Accounting by Creditors for Impairment of a Loan-Income Recognition and Disclosures."
This statement eliminates the income recognition paragraphs of FAS No. 114, and endorses
recognition of existing methods for recognizing interest income on impaired loans. Since
FAS No. 114 was intended to provide guidance on the measurement of impairment, we
believe it appropriate that the FASB amended 114, to eliminate its income recognition
guidance as described in FAS No. 118. Paragraph 7.29 should be amended to include this
reference to FAS No. 118. The disclosure elements of FAS No. 118 should also be included
in this section.

Issue 3: Derivative Financial Instruments
Are there disclosure or other matters about derivatives that should be addressed further
by the guide?
Since the AICPA issued the draft, the FASB has issued FAS No. 119, "Disclosure About
Derivative Financial Instruments and Fair Value of Financial Instruments." This statement
should be incorporated into the guide. We are aware that FASB is developing accounting
guidance on derivatives, included those used for hedges. A final statement on derivatives
accounting will substantially supplement this section.

Issue 4: Loan Accounting
Does the draft guidance appropriately capture practice?
SCBA supports the loan accounting guidance provided in the draft. To the extent that many
banks and savings institutions have not yet adopted the guidance described in the draft, they
will in the next year pursuant to FAS No. 114, which will be adopted in 1995. With the
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majority of the industry adopting the new loan loss accounting rule, it is likely that practice
and audit issues will arise in the process that may be incorporated in the guide at a later date.

Issue 5: Miscellaneous Disclosures
Are these changes in disclosure requirements appropriate?
SCBA generally supports the disclosures that are required in the draft. We are pleased that
the AICPA decided not to require FHLB and deposit disclosures. There are a few additional
disclosures that we believe the AICPA should reconsider: the income tax effect related to
realized securities gains and losses. For purposes of consistency, we believe that the AICPA
should not require tax disclosures when no other required tax disclosures exist for other sales
activities.

Issue 6: Trust Services and Activities
Is the scope of guidance on trust services and activities appropriate?
SCBA supports the draft guidance provided on trust services. In our review of the chapter,
we noted some technical information was missing. Suggested modifications to the chapter on
trust services are noted later in this letter.

Issue 7: Disclosures About Regulatory Matters
Is the scope of the proposed disclosures appropriate?
SCBA objects to paragraphs 2.48 and 2.49 of draft. These paragraphs identify required
footnote disclosures of the amount of actual and required regulatory capital. Auditors are
also instructed to address other non-compliance issues. The proposed schedules include
capital adequacy- required and actual capital; prompt corrective capital- required and actual
capital. Within these categories the schedules require a breakdown of Tier 1 and Total Risk
Weight Capital, absolute values and ratios. These schedules are unnecessarily confusing to
even the most sophisticated readers of financial statements. The time, resources, and the
strictly regulatory nature of these proposed capital ratios raises the question as to whether the
cost of this level of disclosure is justified.

Should institutions classified "well-capitalized" under the regulatory framework for
prompt corrective action be permitted to provide fewer disclosures based on their
capital status?
Since SCBA supports uniform application of GAAP, the committee recommends all banks
and savings institutions provide the same disclosures as required under GAAP, without
regard to the regulatory capital classification.
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Is the method of application to holding companies appropriate?
The disclosures required by paragraphs 2.48 through 2.50 of the draft should be presented
for holding companies.

Is the auditing guidance appropriate? Is the background information on related
regulatory accounting practices sufficient to permit performance of the procedures?
SCBA believes that paragraphs 2.98 through 2.110 of the draft provides appropriate audit
guidance and sufficient background information on related regulatory accounting practices to
permit performance of the procedures.
Chapter Review
SCBA offers the following comments based on our review of the chapters.

Chapter 1— Industry Overview
1.10

1.15

1.23

This paragraph explains the role of the banking agencies in developing accounting and
reporting practices. The last line of the paragraph describes the role of the FFIEC in
setting uniform examination and supervisory guidelines in certain areas. SCBA
believes that the AICPA should expand the description of the FFIEC, its regulations
relative to the other banking agencies, and relative to the FASB rules and AICPA
pronouncements.
The description of how depository institutions derive their income may be better
stated by using the terms "interest earning assets," and "interest costing liabilities."
This paragraph should take into account that certain assets are marked-to-market, with
attendant effects on earnings and/or shareholders equity. As a result, portfolio losses
are recognized on an ongoing basis as interest rates fluctuate. Therefore, the
paragraph is not entirely correct by noting that sales will precipitate losses. Losses
may also occur when assets are measured at fair value.

Chapter 2— Disclosures About Regulatory Matters
In general, it is evident that much of the regulatory process is subjective. Should the auditor
find it necessary to comment on subjective matters from an examination, it will require more
time and considerable expense. In addition, the many variables that influence the final
determination of the regulator's CAMEL rating are not necessarily found in audited financial
statements or disclosures.

2.85

This section states that the independent accountant should review Call Reports,

Examination Reports, Memorandums of Understanding or other actions, then should
communicate with the examiners and render an opinion. SCBA is concerned that the
purpose of this guidance effectively extends greater dependence on the independent
accountant as regulator, and engages the accountant in the regulatory process well
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beyond the FDICIA 112 mandates. SCBA does not support auditor involvement in the
regulatory process beyond statutory or regulatory requirements. Audit engagements of a
regulatory nature should be undertaken only at the direction of senior management or board
members.

Chapter 5— Investments in Debt and Equity Securities
5.26

Drawing from paragraph 5.10, expand the tranche concept by adding, "investment
classes with various degrees of risk and reward" in the sentence that begins with,
"Accordingly..."

Chapter 8— Loan Sales and Mortgage Banking Activities
8.11

The November FASB Board decision withdrew this treatment for securitization.
Accordingly, the language describing the sale of a mortgage loan and repurchase of a
mortgage-backed security should be removed from the draft.

8.36

This paragraph includes various substantive tests that the auditor should consider.
SCBA suggests that the guide recommend evaluating the propriety of the
classifications of mortgage-backed securities originated for sale. The material
addresses the classification of loans that are held-for-sale, but does not cover the
required accounting for mortgage-backed securities under FAS No. 115.

Chapter 9— Real Estate Investments, Real Estate Owned, and Other Foreclosed Assets
9.15

Suggested minor modifications to the second to last sentence in the paragraph on
accounting for ADC arrangements: "Under the equity method, the carrying amount of
the investment is adjusted for the lender’s share of the earnings or loss of the joint

venture."
9.16

Since this paragraph addresses a fairly important issue- sale of real estate assets, it
would seem more appropriate that the specific guidance contained in FAS No. 66
should be detailed instead of referred to in the text. For example, FAS No. 66
provides six alternative methods for accounting for sales transactions. These could be
described in better detail in this section.

Chapter 13— Debt
13.1

Depositories also use short-term borrowings for temporary or seasonal loan or cash
requirements and unanticipated deposit withdrawals.
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13.2

Another funding source may be the sale of participations.

13.3

Long-term debt obligations are described with the statement, "they may be secured or

unsecured; unsecured is more prevalent." We suggest that you strike this statement.
Whether a long-term debt obligation is secured and or unsecured depends on the
institution’s capital. Secured obligations are prevalent because they usually offer
more favorable interest rates, thereby reducing the cost of the borrowing.

13.8

In this paragraph, there is confusion between the FRB and FHLB. Sentences 3 and 4

appear to be in conflict. FHLB borrowings are usually secured by a blanket pledge
of both loans and securities, while FRB borrowings are typically secured by
government securities.
13.11 Mortgage-backed bonds have been utilized for medium- or long-term borrowings.
They are not limited to stated or fixed interest rates, but can be variable rate, pegged
to an index such as the prime rate.

13.12 The word "reasonable" should be included in the statement "generally
overcollateralized to the extent necessary to provide (reasonable) assurance."

13.15 This paragraph relating to the economic value of preferred stock issued by a financing
subsidiary omits a discussion of how the dividend is set on limited life preferred
issues. The rate may be either fixed or floating, utilizing the Dutch auction process.
13.18 The word "influence" should be exchanged for the word "reduce" in "prepayments of
the underlying mortgages at a greater-than-anticipated rate can reduce (influence) the
yields to maturity.” Since CMOs can be transacted at discounts, premium, or par, in
some cases accelerated prepayments can increase yield because of the tranche
structure of CMOs.

13.22 In practice, unless an institution is under a regulatory action, the OTS doesn’t expect
notification before borrowing from the FHLB since the FHLB maintains its own
credit surveillance.

13.44 Neglects "service corporations" as a conduit for debt.
13.46 The wording, "the institution is named as issuer or borrower" should be amended to
"the institution or subsidiary."
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Chapter 16— Business Combinations
16.2

This paragraph addresses specific requirements of the OTS in merger transactions.
No reference is made to any requirements of the OCC, FDIC or Federal Reserve.
The requirements of these agencies should also be referenced in the guide.

16.12 Specific requirements in regulatory-assisted transactions are discussed in this
paragraph. Reference is made to the FDIC and the RTC facilitating purchase
transactions. Since the RTC will soon complete its task of resolving failed thrift
institutions, this paragraph should be modified to refer either to "regulatory agencies"
in general or limit the reference to the FDIC.

16.23 Both of these paragraphs relate to conversion and merger-conversion transactions and
16.24 reference that the OTS is in the process of revising regulations in this area. These
regulations have been finalized by both OTS and FDIC since the completion of this
draft. We suggest that this section should be updated to reflect the current
requirements.

Chapter 17—Trust Services
17.2

b. A separately chartered trust company subsidiary.
c. A contractual arrangement with a non-related trust company, to the trust
department of another depository institution.

17.5

b. Living trusts. Since virtually all trusts are voluntary (see 17.5c), a more
appropriate title is living trust to differentiate from testamentary trusts, which come
into being only after the death of the grantor.

17.5

c. Court trusts. These are more appropriately used to designate trusts imposed by a
Court. Although sometimes initiated by Probate or Surrogate Courts, more often by
courts of law in bankruptcy matters. Trusts, by definition, would not include estates,
guardianships, conservatorships. All testamentary trusts are accountable to a court.
This definition seems to be combining a series of accounts under a common title that
doesn’t really apply.

17.5

d. Safekeeping and custody are readily interchangeable. The most commonly used
agency account which is not mentioned is the Investment Management account.

17.5

e. Property management of securities is better dealt with in 17.5(d) as an agency
account, leaving property management to real estate.

17.5

f. While closely held businesses sometimes become the responsibility of trust
departments, they are assets of an account, rather than a primary kind of personal

trust as this section is titled.
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17.6

d. The text should be modified, "... political subdivisions." (insert period) Also,
please note that if it is a trust it is not within the terms of an agency agreement.

17.8

a. Add conservator. Many states use both terms, so the term "guardian" does not
always cover conservatorships.

17.12 Since trust operations is usually a distinctive and separate part of a trust department,
use of the term here might be confusing; perhaps it would be better to speak of the
trust area.
17.15 There is frequent reporting and written approval of uninvested cash balances and
overdrafts. (Sweep accounts have virtually eliminated uninvested cash, but overdrafts
continue to be a problem.)

SCBA appreciates this opportunity to present its comments. If you or your staff have
any questions or require additional information with respect to the comments contained in
this letter, please feel free to call me at (202) 857-5580.

Sincerely,

Marti Sworobuk
Accounting and Financial Management

